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BEFORE THE ARIZONA CORPORATION COMMISSION

COMMISSIONERS

JEFF HATCH-MILLER, Chairman
WILLIAM A. MUNDELL

MIKE GLEASON

KRISTIN K. MAYES

GARY PIERCE

IN THE MATTER OF THE APPLICATION
OF ARIZONA PUBLIC SERVICE
COMPANY FOR A HEARING TO
DETERMINE THE FAIR VALUE OF THE
UTILITY PROPERTY OF THE COMPANY
FOR RATEMAKING PURPOSES, TO FIX A
JUST AND REASONABLE RATE OF
RETURN THEREON, TO APPROVE RATE
SCHEDULES DESIGNED TO DEVELOP
SUCH RETURN, AND TO AMEND
DECISION NO. 67744.

DOCKET NO. E-01345A-05-0816

IN THE MATTER OF THE INQUIRY INTO
THE FREQUENCY OF UNPLANNED
OUTAGES DURING 2005 AT PALO VERDE
NUCLEAR GENERATING STATION, THE
CAUSES OF THE OUTAGES, THE
PROCUREMENT OF REPLACEMENT
POWER AND THE IMPACT OF THE
OUTAGES ON ARIZONA PUBLIC
SERVICE CUSTOMERS.

Docket No. E-1345A-05-0826

IN THE MATTER OF THE AUDIT OF THE
FUEL AND PURCHASED POWER
PRACTICES AND COSTS OF THE
ARIZONA PUBLIC SERVICE COMPANY.

Docket No. E-1345A-05-0827

PHELPS DODGE MINING COMPANY AND
ARIZONANS FOR ELECTRIC CHOICE AND COMPETITION

CLOSING BRIEF

January 22, 2007
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| Phelps Dodge Mining Company and Arizonans for Electric Choice and
2 | Competition (“AECC”), through undersigned counsel, hereby submits this Closing Brief
3 | in the above-captioned docket.
4 INTRODUCTION
5 As the Arizona Corporation Commission (“Commission™) evaluates the various
6 | designs and proposals intended to shape APS’s rates and charges in this proceeding, it
7 | must consider and give weight to the economic impact a rate increase will have on APS’s
8 | ratepayers, irrespective of size or class. Ultimately, the Commission must arrive at a
9 || result that is just and reasonable.
10 SUMMARY OF POSITION
11 This Closing Brief sets forth AECC’ s final position on matters raised during this
12 | proceeding. The evidence presented in pre-filed written testimony and at hearing
13 | demonstrates that, in furtherance of the public interest, the Commission should: 1) adopt
14 | AECC expert witness Kevin C. Higgins’ recommended adjustments to APS’s proposed
15 | revenue requirement, as well as his modifications to APS’s cost-of-service and rate
16 | designs proposals; 2) adopt AECC’s recommended approach to rate spread; 3) reject
17 | certain specific proposals that are unjust and/or unwarranted; and 4) approve certain
18 | specific proposals supported by AECC offered by Kroger Foods, Inc. (“Kroger”), the
19 | Federal Executive Agencies (“FEA”) and Commission Staff witness Barbara Keene.
20 AECC does not address each and every issue raised during these proceedings in
21 | this Closing Brief. However, the evidence presented in pre-filed written testimony and at
22 | hearing supports the following proposed adjustments:
23 1. Reduce APS’s proposed revenue requirement by $134 million dollars;
24 2 Adopt APS’s 4-CP methodology for allocating fixed production costs;
25 3. Approve AECC’s modifications to APS’s cost-of-service analysis;
26 4 Adopt AECC’s recommended rate spread,;
Prorasboss Corrosamon 2




1 5. Set APS’s retail transmission and ancillary services rates equal to the
2 corresponding rates in Schedule 11 in APS’s Open Access Transmission
3 Tariff;
4 6. Implement any APS generation rate increase for Rates E-32 [> 20 kW], E-
5 34, and E-35 by increasing demand-related revenues and energy-related
6 revenues by an equal percentage.
7 7. Establish that the “first 100 kW” and “all additional kW of delivery charge
8 would receive the same percentage increase;
9 8. Increase the Rate E-34 voltage discounts to more fully reflect cost-of-
10 service differences between primary and secondary service; and
11 9 If approved, adopt the proportionate increase in the Environmental Portfolio
12 Surcharge rates and caps recommended by Staff witness Barbara Keene.
1311 Revenue Requirement
14 AECC makes four specific recommendations with respect to revenue requirements.
15 | AECC does not consider these recommendations to be comprehensive; rather they should
16 | be considered in conjunction with the revenue adjustments recommended by Staff and
17 {| other parties. In total, AECC’s four adjustments reduce APS’s proposed revenue
18 | requirement by $134 million dollars relative to the Company’s final (Rejoinder) position.
19 | These recommended adjustments include:
20 1. reduce fuel expense by $83 million (relative to APS’ final fuel expense
21 proposal filed in the Company’s Rejoinder Testimony) consistent with the
modifications made by APS in its request for interim relief and modification
22 to Decision No. 67744 (“Interim Proceeding”)l ;
23 2. reduce Administrative & General (“A&G”) expense for the Pinnacle West
24 Energy Corporation (“PWEC”) units by $6.4 million, taking into account
55 modifications made by APS in its Rebuttal Testimony;

26 ! APS Emergency Interim Rate Increase and Amendment to Decision No. 67744, Docket No. E-01345A-06-0009,
Decision No. 68685 (May 5, 2006), attached hereto as Exhibit 1.
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3. reduce Operations and Maintenance (O&M™) expense for the PWEC units
by $3.6 million; and

4. climinate APS’s proposed ratepayer financing of an accelerated recovery of
APS’s underfunded pension liability in the amount of $41.2 million.

Further, AECC recommends that the Commission reject APS’ proposal to change
various components of the 90/10 sharing mechanism in the PSA, as well as its proposed
establishment of an Environmental Improvement Charge.

AECC’s final position concerning these matters has not changed from the original
position it set forth in pre-filed testimony and at hearing. [See Direct Testimony of Kevin
D. Higgins, Revenue Requirement (“Higgins Dt.-RR”); Surrebuttal Testimony of Kevin
D. Higgins (“Higgins Sb.”)].

In addition, AECC recommends that the Commission reject APS’s proposal for an
attrition adjustment, and/or a provision for accelerated depreciation, as well as deny
Staff’s proposal to modify the existing PSA adjustor to include a prospective component.

2. Cost of Service, Rate Spread and Rate Design

With respect to several cost of service, rate spread and rate design proposals,

AECC recommends that the Commission modify cost of service, rate spread and design

proposal by:
1. accepting APS’s use of the 4-CP method in allocating fixed production
costs;
2. approving AECC’s modification to APS’s cost-of-service analysis in which

the Company’s hourly fuel and purchased power costs are allocated based
on each class’s actual usage for each of the 8,760 hours of the test year;

3. allocating APS’s retail transmission costs to customer classes based on the
retail transmission charges in Schedule 11 of the APS Open Access
Transmission Tariff (“OATT”);

4, adopting AECC’s recommended rate spread, which is guided by the results
4
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of its modifications to the APS cost-of-service study to reflect the hourly
allocation of fuel and purchased power costs; and

5. implementing any APS generation rate increase for Rates Schedules E-32 [>
20 kW], E-34, and E-35 by increasing demand-related revenues and energy-
related revenues by an equal percentage. These are AECC’s final positions
concerning these matters. [See Direct Testimony of Kevin D. Higgins, Cost
of Service (“Higgins Dt.-COS”); Higgins Sb].

Additionally, several proposals have been made on various issues during the course

of these proceedings. In addition to the recommendations and proposals advanced herein,

AECC supports three specific proposals made by other parties:

1. the proposal of Kroger witness Joseph S. Baron concerning Rate E-32 in
which the “first 100 kW™ and “all additional kW” of delivery charge would
receive the same percentage increase. [See Direct Testimony of Joseph
Baron (“Baron Dt.”) at p. 25, line 9 — p. 27, line 3, Table 6].

2. the proposal by FEA witness Dennis W. Goins to increase the Rate E-34
voltage discounts to more fully reflect cost-of-service differences between
primary and secondary service. [See Direct Testimony of Dennis Goins
(“Goins Dt.”) at p. 17, line 18 — p. 18, line 3].

3. if approved, the proportionate increase in the Environmental Portfolio
Surcharge rates and caps recommended by Staff witness Barbara Keene.
[See Direct Testimony of Barbara Keene (“Keene Dt.”) at p. 12, line 25 — p.
14, line 5].

AECC asserts that adoption of these proposals will enhance the Commission’s final
order and help ensure that any resulting rate increase is spread equally among APS
customers irregardless of size or class.

ANALYSIS

AECC’s analysis of the various proposals made by parties during this proceeding

fall into two general categories: 1) revenue requirement; and 2) cost of service, rate spread

and rate design. Each category contains sub-issues that are discussed in more detail

herein.
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L REVENUE REQUIREMENT

AECC recommends that the Commission reduce APS’s overall requested revenue
requirement by $134 million dollars relative to the Company’s final position, for reasons
more fully addressed below.

A. AECC’s Proposed Adjustments

1. Fuel Expense - reduce fuel expense by $83 million relative to
the Company’s final position consistent with the
modifications made by APS in the Interim Proceeding.

In the Company’s rebuttal testimony filed in the Interim Proceeding, APS
acknowledged that fuel and purchased power costs had declined by about one-third
relative to the November 30, 2005 forward prices that form the basis for the fuel expense
used in this general rate case. In his Rebuttal Testimony filed March 13, 2006, Company
witness Peter Ewen stated that using the normalized and adjusted test year, the Company’s
fuel-related expense in the general rate case filing would decline by $67 million relative to
the Company’s direct filing in this proceeding if February 28, 2006 prices held. [See
Rebuttal Testimony of Peter Ewen, Docket No. E-01345A-06-0009, attached hereto as
Exhibit 2, at p. 2, lines 12-15].

However, in his Rebuttal Testimony filed in this proceeding, Mr. Ewen did not
recommend a $67 million fuel expense decrease relative to his direct testimony, but
instead recommended a fuel expense increase of $32.3 million. [APS Schedule CNF-2RB
at p. 7]. Mr. Ewen later reduced this amount by $16.6 million in his Rejoinder Testimony.
[APS (Final) Schedule C-1]. Thus, the final APS recommendation is to increase fuel and
purchased power expense by $15.7 million relative to the Company’s initial
recommendation (i.e., $32.3 million - $16.6 million).

Mr. Ewen’s fuel and purchased power revisions are driven largely by the fact that

he has changed the test period used for evaluating fuel and purchased power prices from

6




1 | 2006 to 2007. [Transcript (“Tr.”) at Volume (“Vol”). V, p. 1039, line 21 — p. 1045, line
2 | 19]. However, the test period used for setting rates should not be permitted to evolve
3 | between the time the Company files its Direct case and the time it files its Rejoinder
4 | Testimony. Fuel prices in 2006 did not change significantly from the projections used by
5 | APS in Mr. Ewen’s March 13, 2006 Rebuttal Testimony noted above, which justified a
6 | $67 million reduction from the Company’s direct filing. [Higgins Sb. at p. 16, lines 13-
7 | 16]. As those prices generally held during 2006, the $67 million reduction in fuel expense
8 | relative to the Company’s Direct filing ($83 million relative to its Rejoinder filing) should
9 | be adopted in this proceeding.
10 2. PWEC Administrative & General Expense - Reduce
11 Administrative & General expense for the PWEC units by
. $6.4 million from APS final position.
13 APS witness Laura L. Rockenberger initially proposed an adjustment that would
14 | recognize $20.4 million in A&G expense for the PWEC generating facilities. [See Direct
15 | Testimony of Laura Rockenberger (“Rockenberger Dt”). at p. 15, lines 16-22]. These
16 | generating units were allowed into APS rate base as a result of the Settlement Agreement
17 | approved by the Commission in the previous APS general rate case (Decision No. 67744,
18 | April 7, 2005; Docket No. E-01345A-03-0437), attached hereto as Exhibit 3.
19 In its direct case, AECC recommended disallowing $11.5 million of this A&G
20 | expense as the amount of A&G expense for the PWEC units proposed by Ms.
21 | Rockenberger greatly exceeded the A&G expense attributed to these units by APS in the
22 | prior rate proceeding, when the net benefit of including the PWEC units in rate base was
23 | evaluated by the parties to the case, and ultimately, by the Commission. [Higgins Dt.-RR
24 | atp. 7, line 18; Decision No. 67744, p. 12, lines 11-28]. In her Rebuttal Testimony, Ms.
25 | Rockenberger reduced her recommended adjustment by $5.1 million. [See Rebuttal
26 | Testimony of Laura Rockenberger (“Rockenberger Rb.”) at p. 16]. The remaining
FENNEMORE CRAIG 7
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difference between AECC and APS with respect to this adjustment is now $6.4 million
(i.e., $11.5 million — $5.1 million).

APS’s proposal in the prior rate proceeding to allow the PWEC units into rate base
was strongly contested by a number of parties. However, after extensive negotiation, the
parties were ultimately able to negotiate a package that allowed these units into rate base
with a partial disallowance — an arrangement that was subsequently approved by the
Commission after careful scrutiny. [Exhibit 3 -- Decision No. 67744, p. 12].

A major consideration in resolving this matter was the evaluation of the net benefit
to APS customers of allowing the PWEC units into rate base. This evaluation included an
analysis of the expenses associated with the units if they were allowed into rate base. In
that analysis, APS depicted the annual A&G costs associated with the PWEC units as
$8.797 million.> Had the A&G expense been depicted as $20.4 million, as Ms.
Rockenberger initially proposed, or as $15.3 million, as APS now proposes, it would have
negatively impacted the economic evaluation of allowing the PWEC units into rate base,
and would reasonably have been expected to impact the final package negotiated by the
parties and approved by the Commission. It is sound policy and follow-through to insist
that the benefits to customers not be eroded in this proceeding by escalating the allowed
A&G costs above the levels depicted by APS when APS was persuading the parties and
the Commission that the PWEC units should be included in rate base.

It is appropriate, therefore, to limit the PWEC A&G expense to the level depicted
by APS in the prior proceeding as part of the Company’s analysis of the net benefits
associated with bringing these units into rate base. [Tr. at Vol. XV, p. 3042, lines 8-13].

AECC’s recommended adjustment of $11.5 million to APS’ initial position is

2 This amount was illustrated in APS Schedule DGR-8RB, and was discussed on page 58 of Mr, Robinson’s rebuttal
testimony filed in response to questions from Commissioner Gleason, Docket No. E-01345A-03-0437. Mr.
Robinson described the A&G entry as “a fair representation of the A&G cost for the plants.” See Exhibit 4.

8




1 | shown on line 12, pages 1 and 2, of Attachment KCH-2. See Exhibit S. AECC’s final

2 | recommended adjustment of $6.4 million is simply the difference between AECC’s initial

3 | adjustment and the $5.1 million reduction proposed by Ms. Rockenberger in her rebuttal

4 | testimony.

> 3. PWEC Operations and Maintenance - Reduce Operations and

6 Maintenance expense for the PWEC units by $3.6 million

7 Ms. Rockenberger proposes an adjustment that would recognize $26.2 million in

8 | annual routine O&M expense and $10 million in normalized overhaul O&M expense for

9 | the PWEC generating facilities. [Rockenberger Dt. at p. 25, line 25 — p. 15, line 12].
10 | These adjustments result in a combined O&M expense of $36.2 million per year.
1T | However, in the prior rate proceeding, APS depicted the combined O&M expense for the
12 | PWEC units to be $32.7 million. [Exhibit 4 - Docket No. E-01345A-03-0437, APS
13 | Schedule DGR-8RB, p. 3, line 9.] This situation is similar to the A&G issue discussed
14 |} above. Had the PWEC O&M expense been depicted as $36.2 million, as APS now claims,
15 | it would have negatively impacted the economic evaluation of allowing the PWEC units
16 | into rate base, and would reasonably have been expected to impact the final package
17 | negotiated by the parties and approved by the Commission. For this reason, AECC
I8 | recommends limiting the annual O&M expense for the PWEC units to the amount
19 1 indicated by APS in the prior rate proceeding, when the case for including the PWEC
20 | units in rate base was being advocated by the Company. [Tr. at Vol. XV, p. 3043, lines
21§ 2-9].
22 AECC’s recommended adjustment to PWEC O&M reduces APS’s proposed
23 | revenue requirement by $3.6 million and is shown on line 9, pages 1 and 2, of Attachment
24 | KCH-2, attached hereto as Exhibit 5. AECC notes that maintaining consistency between
25 | the PWEC costs depicted in the prior proceeding and those allowed in this proceeding
26 | does not mean that PWEC-related costs should be permanently capped at these levels.

FENNEMORE CRAIG 9
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This rate proceeding is following relatively close in time to the decision that allowed the
PWEC units into rate base. It is reasonablé, at this time, to limit the O&M and A&G

expense for these units at the amounts indicated by APS in the prior rate proceeding.

4. Accelerated Recovery of Underfunded Pension Liability -
Eliminate the proposed ratepayer financing of the accelerated
recovery of APS’s underfunded pension liability in the
amount of $41.2 million.

Ms. Rockenberger indicates that as of December 31, 2004, PWCC had an
underfunded pension liability of $389 million, of which 92 percent, or $358 million, was
attributable to APS. According to Ms. Rockenberger, of this latter amount, $218 million
is “attributable to APS ratepayers;” that is, this amount is the portion not associated with
APS personnel employed in support of jointly-owned facilities. [Rockenberger Dt. at p.
25, lines 6-20]. Ms. Rockenberger then proposes to increase ratepayer funding of
pension expense by $41.2 million for five years to accelerate recovery of this underfunded
pension liability. This would be booked as a regulatory liability, which would then be
amortized for the subsequent ten years (i.e., 2012-2021) at $22 million per year. [/d.]

AECC asserts that ratepayer revenue should not be used to fund this accelerated
recovery proposal. [Higgins Dt.-RR at p. 11, lines 2-3]. Both Commission Staff and the
Residential Utility Consumer Office have registered similar objections to the Company’s
proposal. [Direct Testimony of James Dittmer (“Dittmer Dt.”) at p. 64, line 20 — p. 65,
line 7; Direct Testimony of Marylee Diaz Cortez at p. 19, lines 3-4]. The $389 million
underfunded pension liability referenced by Ms. Rockenberger is the difference between
the Potential Benefit Obligation (“PBO”) of $1.371 billion, and the Fair Value of the
assets of $982 million. [Higgins Dt.-RR at p. 11, lines 3-5]. However, according to the
actuarial study performed for PWCC by Towers Perrin (September 2005), PWCC’s PBO
includes $233 million of projected obligation due to future salary increases. [See Towers-

Perrin Report, p. SI-2, attached hereto as Exhibit 6]. Removing these projected future
10




O o0 N9 N U B W N

NN NN NN e e e e R e ke e e
L K W N = © v 0 N O B s W DY = O

26

FENNEMORE CRAIG
PROFESSIONAL CORPORATION
PHOENIX

salary increases from the PBO produces the measurement known as the Accumulated
Benefit Obligation (“ABQO”), which is the present value of accumulated benefits based on
service and pay as of the measurement date. The ABO as calculated in the actuarial study
equals $1.138 billion. The difference between the ABO and the Fair Value of the assets is
$156 million, of which $87.5 million is associated with APS employees not supporting
jointly-owned facilities. [Higgins Dt.-RR, at p. 11]. This latter amount is much smaller
than the $218 million the Company is seeking to recover over five years through its
accelerated recovery proposal.

The APS proposal should be rejected because most of the $41.2 million rate
increase would be funding a projected increase in benefit obligation that is based on
projected salary increases that have not yet occurred. [Tr. Vol IIL, p. 423, line 23 — p. 424,
line 6; Vol. III, p. 543, lines 15-22]. It is inequitable, unjust and unreasonable to require
today’s ratepayers to pay millions in current rate increases to recover a projected increase
in pension benefits that is associated with salary increases that have not yet been realized.
AECC’s recommended adjustment to APS’s proposal to accelerate recovery of pension
expense reduces the Company’s proposed revenue requirement by $41.2 million and is

shown on Attachment KCH-3, attached hereto as Exhibit 7.

B. AECC Response to Proposals To Modify the PSA
and/or Introduce New Ratemaking Mechanisms.

AECC supports APS’s proposals to: (1) permanently eliminate or substantially
raise the Total Fuel Cost Cap in the Power Supply Adjustor (“PSA”), and (2) change the
cumulative 4 mill cap on the PSA adjustment to an annual cap. However, AECC
recommends denying APS’s proposal to change various components of the 90/10 sharing
mechanism in the current PSA, and to establishment of an Environmental Improvement
Charge (“EIC”). AECC also recommends denying APS’s proposals for an attrition
adjustment and/or accelerated depreciation as presented in the Rebuttal Testimony of

11




1 | Steven M. Wheeler and Donald E. Brandt. Finally, AECC recommends denying

2 | Commission Staff’s recommended modifications and changes to the current PSA.

3 1. APS’s Proposed Changes to the PSA - APS’s proposal to

4 change various components of the 90/10 sharing mechanism

p in the PSA should be denied.

6 As discussed in Mr. Robinson’s direct testimony, APS proposes that:

’ - The Total Fuel Cost Cap be permanently eliminated or substantially

8 raised;

9 - The cumulative 4 mill cap on the PSA adjustment be changed to an
10 annual cap; and
11 - The 90/10 cost sharing be eliminated for both renewable resources
12 and the‘ ﬁxed costs of Purchase Power Agreements acquired through

competitive procurement process.
131 AECC recommends adoption of the first two proposals and recommends rejection of the
140 third. [Higgins Dt.-RR, at p. 14, lines 15-16]. The first two proposals are consistent with
I5 | the terms of the PSA incorporated in the Settlement Agreement that was negotiated in the
16 prior rate case, and which AECC supported. AECC continues to support the PSA
171 mechanism as originally proposed.
18 The application of the 90/10 sharing mechanism to renewable resources and the
191 fixed costs of PPAs was also part of the overall package negotiated and approved when
20 | the PSA mechanism was put forward to the Commission as part of the Settlement
21 Agreement in the previous general rate case. [Exhibit 3 -- Decision No. 67744,
22 | Attachment A]. APS now seeks to change these provisions. However, the balance of the
23 equities in the PSA should not be changed absent a compelling public interest — and no
24 | such compelling public interest exists here, nor has APS demonstrated that one exists.
25 | with respect to the Company’s obligation to purchase renewable energy, on pages 24-25
26 of his Direct Testimony, Mr. Robinson asserts that:
FENNEMORE CRAIG 12




1
) In furtherance of [its] commitment to renewable energy, in
Decision No. 67744 the Commission required APS to issue a
3 Renewable RFP, seeking at least 100 MW and 250,000 MWhs of
energy from renewable resources. It did so despite the fact that in
4 many of its present applications renewable energy is significantly
5 more expensive than conventional resources. Consistent with this
Commission policy, APS should not be penalized by an
6 automatic 10% cost disallowance when it acts in furtherance of
7 that public policy by securing renewable resources that are not
least-cost resources. [Direct Testimony of Donald Robinson
8 (“Robinson Dt.”) at p. 24, line 21 — p. 25, line 4].
9 : : : o :
What Mr. Robinson omits from this assertion is the fact that the requirement to
10
issue a Renewable RFP, and to seek at least 100 MW and 250,000 MWhs of energy from
11
renewable resources, is an obligation to which APS voluntarily consented in the
12
Settlement Agreement it signed; the Commission did not impose these requirements —
13
APS and the other parties to the Settlement Agreement presented these provisions to the
14
Commission and sought the Commission’s approval, which the Commission granted.
15
[Exhibit 3 -- Decision No. 67744 at p. 23, lines 15-18].
16
At the same time APS was agreeing to increased procurement of renewable
17
resources, APS was agreeing that the 90/10 sharing would apply to renewable resources
18
and the fixed costs of PPAs, all as part of having the PSA mechanism adopted. [/d.] Mr.
191 -
Robinson now attempts to treat these components of the 90/10 sharing requirement in
20
isolation, and argues for their removal from the sharing provision. [Tr. at Vol. IV, p. 823,
21
lines 12-13]. This approach should be rejected for several reasons. These components of
22
the 90/10 sharing requirement should not be viewed in isolation and removed piecemeal
23
in this case. [Tr. at Vol XV, p. 3049, lines 6-17].
24
Further, APS’s argument with respect to the fixed costs of PPAs should also be
25
rejected on its merits. Mr. Robinson claims that it is appropriate to exempt the fixed cost
26
. FEB{NEMOIEE CRAIGON 13
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component associated with market-acquired PPAs from the sharing provision because: (1)
APS may be acquiring the gas used by the merchant generator, and thus would have the
same incentive to do so prudently as it would for the Company’s own units; and (2) an
exemption would place PPAs on the same footing with regard to cost-recovery as APS-
owned generation. [Robinson Dt. at p. 25, lines 12-16].

What Mr. Robinson’s argument fails to acknowledge is that the inclusion of the
fixed-cost components of a PPA in an energy adjustor is, in the first instance, a significant
benefit to APS. Mr. Robinson’s argument that PSAs should be placed on an equal footing
with APS-owned generation is justification for the removal of the fixed-cost components
of a PPA from the PSA entirely — not just from the sharing mechanism. [Higgins Dt.-RR,
at p. 16, line 19 — p. 17, line 3]. Consider that the fixed costs of APS units are not part of
the PSA calculation — changes in the recovery of these costs can only be implemented in a
rate proceeding. It follows, then, that placing the fixed-cost recovery of APS generation
and PPA generation on an equal footing would more appropriately involve excluding the
fixed-cost components of PPAs from the PSA all together.

To be clear, AECC is not here proposing that the fixed-cost components of PPAs
be excluded from the PSA. AECC is simply opposing the exclusion of these components
from the 90/10 sharing arrangement, and is not proposing to change the terms of the PSA

negotiated in the Settlement Agreement.

2. Environmental Improvement Charge — AECC recommends
that the Environmental Improvement Charge be denied.

As explained in the Direct Testimony of Edward Z. Fox (“Fox. Dt.”) and Gregory
A. DelLizio (“DeLizio Dt.”), APS is seeking approval of an Environmental Improvement
Charge (“EIC”) — an adjustment mechanism that would recover projected costs associated
with installing and maintaining environmental upgrades at APS’s generation facilities.

[Fox Dt. at p. 8, lines 2-4; DeLizio Dt. at p. 3, lines 3-6]. According to the Company’s
14
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proposal, the costs recovered under the EIC would include, but not be limited to, return on
capital, depreciation, O&M expenses, property taxes, and associated income taxes.
[DeLizio Dt. at p. 4, lines 2-4]. APS proposes that the first installment of the EIC be
approved as part of this proceeding, and requests adoption of a .0152 cent-per-kWh EIC
that would raise $4.3 million to recover planned costs associated with environmental
improvements at the Company’s Cholla generating facility. [Fox Dt. p. &, lines 10-12].

Allowing a “stand-alone” rate adjustment for incremental environmental
improvement costs is an example of “single-issue ratemaking,” in which a single item is
permitted to impact rates in isolation from all other rate considerations. Scates v. Arizona
Corp. Commission, 118 Ariz. 531, 535, 578 P.2d 612, 616 (1978), attached hereto as
Exhibit 8. In contrast, when regulatory commissions determine the appropriateness of a
rate or charge that a utility seeks to impose on its customers, the standard practice is to
review and consider all relevant factors, rather than just a single factor. Unless it can be
shown to involve a compelling public interest, single-issue ratemaking is generally not
sound regulatory policy, as it ignores the multitude of other factors that otherwise
influence rates, some of which could, if properly considered, move rates in the opposite
direction from the single-issue change. Scates at 535-536, 616-617. There is no
compelling reason to permit single-issue ratemaking in this instance.

There are certain types of cost increases that regulatory commissions have come to
allow without the benefit of conducting a general rate case. Because such exceptions
constitute a form of single-issue ratemaking, it is not unusual for regulatory commissions
to identify criteria that must be met for such treatment to be allowed, such as whether the
costs in question exhibit volatility and/or whether the costs are largely outside the utility’s
control. Scates at 535, 616. In light of such criteria, the single-issue adjustments most
commonly adopted are commodity and power cost adjustment mechanisms, such as the
PSA mechanism approved by the Commission in APS’s last general rate proceeding.

15




1 | [Exhibit 3 -- Decision No. 67744 at p. 16-18].

2 While APS is subject to current and future provisions governing environmental

3 | quality, these provisions are long-term in nature and do not change from month to month

4 | the way fuel costs change. Moreover, as is evident in the testimony of APS witness Fox,

5 | APS intends to bring a significant amount of judgment to bear on the nature and timing of

6 | the investments it will undertake, as the Company works to stay ahead of the regulatory

7 | curve through a dialogue with regulators and the environmental community. [Fox Dt. at

8 | p. 6, lines 5-6].

9 The appropriate forum for establishing rates to recover prudently-incurred utility
10 | investment is a general rate proceeding in which all cost and revenue information can be
11 | considered. Scates at 534-536, 615-617.

12 3. APS'’s proposal for an attrition adjustment should be denied.

13

14 The Company’s proposal for an attrition adjustment was not part of its Direct

15 filing, but appeared for the first time in its Rebuttal filing. [Wheeler Rebuttal Testimony at

61 P 18, line 3 — p. 19, line 20; Brandt Rebuttal Testimony at p. 28, line 5 — p. 30, line 20].

17 The proposed attrition adjustment would effectively ignore the massive efforts the

18 Company undertook to prepare a historical test year analysis and neutralize any revenue

19 adjustments made by Staff or Intervenors to APS’s proposed revenue requirement

20 [Dittmer Surrebuttal Testimony at p. 13, lines 7-20]. Such a mechanism would constitute

21 little more than an “end run” around the general rate case proceedings and should be

2 rejected.

23 4 APS’s proposal for accelerated depreciation should be denied.

o As is the case with the attrition adjustment discussed above, the Company’s

zz proposal for accelerating its depreciation by increasing its allowed depreciation expense
Prorribioans Corrasation 16
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appeared for the first time in its Rebuttal filing. [Rebuttal Testimony of Donald Brandt at
p. 23, line 5 — p. 25, line 13.] The increase would not be based on detailed and systematic
depreciation rate studies, and would not necessarily be FERC-account specific. [Dittmer
Sb at p. 15, lines 18-22]. The Company’s proposal for accelerating depreciation thus
appears to be a gratuitous attempt to increase near-term cash flow without an underlying
basis corresponding to the true life expectancy of the plant being depreciated. As such, it
gives rise to serious inter-generational equity concerns. AECC recommends that this

proposal be rejected.

5. Staff’s proposed modifications to the current PSA should be
denied.

Commission Staff’s proposal to modify the existing PSA adjustor to include a
prospective component is a dramatic change to the current form of PSA adjustor.
[Higgins Sb. at p. 19, lines 14-15; Rebuttal Testimony of Donald G. Robinson at p. 3,
lines 3-4]. This change alters the balance of equities struck when the PSA was first
negotiated and has implications for the continuation of the 90/10 sharing mechanism,
which was adopted to provide APS an incentive to control its costs. Further, implementing
a prospective calculation into the methodology is likely to require a “doubling-up” of the
adjustor in the first year, which will have negative rate impacts on customers [Higgins Sb.
at p. 19, line 19 — p. 20, line 3]. The proposed change is not in the public interest and
should be denied.

C. Renewable Energy Standard and Tariff
AECC participated actively in the Environmental Portfolio Standard (“EPS”)

workshop and REST rulemaking processes. AECC supports the utilization of cost-
effective renewable energy, but has expressed concerns about the unknown cost impacts

of increasing the REST Portfolio Percentage to 2.5 percent by 2010, 5 percent by 2015

17




1 | and 15 percent by 2025, and has therefore proposed the adoption of performance
2 | standards linking future increases in the portfolio percentage to demonstrated
3 | improvements in performance or reductions in cost-per-k Wh.
4 With respect to specific REST Surcharges in this proceeding, AECC supports the
5 | proposal by Staff witness Barbara Keene to adjust APS’ RES surcharge rate and caps
6 | proportionately to fund the additional $4.25 million RES revenue requirement approved
7 | for APS in Decision No. 68668. [Keene Dt. at p. 4, lines 8-10]. Staff’s recommendation
8 | for a proportional increase in the surcharge rates and caps is consistent with the terms of
9 | the settlement agreement approved in Decision No. 67744. [Keene Dt. at p. 12, line 25 —
10 | p. 14, line 5], and is consistent with the structure of the Sample Tariff included in
11 | Attachment A to Decision No. 68566, which AECC continues to support as the
12 | appropriate rate design for implementing RES charges. AECC does not support higher
13 | charges or changes to the caps specified in the Sample Tariff, which states as follows:
14
Unless otherwise ordered by the Commission the Renewable Energy
15 Standard Surcharge shall be assessed monthly to every retail electric
6 service. This monthly assessment shall be the lesser of $.00498 per kWh or:
17 A) For residential customers, $1.05 per service,
18 B) For non-residential customers, $39.00 per service;
O For non-residential customers whose metered demand is 3,000 kW
19 or more for three consecutive months, $117.00 per service; and
20 D) For non-metered services, the lesser of (1) the load profile or
otherwise estimated kWh required to f)rovide the service in question
21 or (2) the service’s contract kWh shall be used in the calculation of
the surcharge.
22
23 | II.  COST OF SERVICE
24 A. APS’s use of the 4-CP method for allocating fixed production
25 cost is appropriate given the Company’s system load
Y characteristics and should be accepted by the Commission.
. FENNEMORE C(I){RAITGG 18
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1 APS’s retail demands are driven by summer usage. [Higgins Dt.-COS, Figure
2 | KCH-1, attached hereto as Exhibit 9]. The Company’s average peak of 6,629 MW in the
3 | four summer months is 50 percent greater than its average peak of 4,423 MW in the non-
4 | summer months. [/d. at p. 3, lines 23-33].

5 The 4-CP method allocates fixed production costs based on the average of system
6 | peak demands in the four summer months, which is when APS’s production capacity
7 | requirements are determined. Such an approach properly aligns the allocation of the
8 | Company’s fixed costs with cost causation. [Tr. at Vol. XIV, p. 2780, lines 13-21; Goins
9 | Dt. atp. 6, lines 13-21; Baron Dt. at p. 6, lines 8-9].
10 1. The Commission should reject the Peak and Average
11 production cost allocation method proposed by Staff.
12 Staff witness Michael Brosch proposes that the 4-CP approach should be replaced
13 by the Peak and Average method. [Direct Testimony of Michael Brosch (“Brosch Dt.”) at
14 p. 10, lines 3-5, Attachment MLB-4]. The method is classified in the NARUC Cost
15 Allocation Manual as a “Judgmental Energy Weighting” approach. According to this
16 method, fixed production cost is allocated based on a combination of each class’s share of
17 coincident peak demand, as well as each class’s share of energy usage. [Higgins Sb. at p.
18 7, line 5]. Although Mr. Brosch states that the 4-CP allocations performed by APS were
19 generally reasonable and are comparable to the allocation methodologies previously
20 employed in APS general rate case proceedings, he goes on to state that Staff believes the
21 Company’s cost-of-service study should utilize an energy-weighted allocation approach in
22 order to reflect the use of production facilities throughout the year. [Brosch Dt. at p. 8,
2 lines 3-6]. The Peak and Average study prepared by Mr. Brosch is Staff’s attempt to
24 incorporate an energy-weighting into the allocation of fixed production costs.
22 Staff’s proposed Peak and Average methodology should be rejected. [Tr. at Vol.
e 19




1 | XIV,p.2781, lines 1-3; Tr. at Vol. XV, p. 2997, lines 16-18; Higgins Sb. at p. &, line 16].
2 | The average peak demand during APS’s four summer peak months is over 50 percent
3 | higher than the average peak demand in the remaining eight months, and the new capacity
4 | being added to APS’s system is driven by APS’s growing summer demands. [Higgins Sb.
5 | atp.8, lines 16-19]. The Peak and Average method attempts to shift cost responsibility
6 | for these capacity requirements by allocating fixed production costs on an energy basis,
7 | placing more of the cost burden on higher-load factor customers who use energy at a
8 | relatively constant level throughout the year, rather than those classes whose summer
9 | usage is driving the Company’s need for production capacity. [Higgins Sb. at p. 8, lines

10 | 16-19; Surrebuttal Testimony of Dennis Goins (“Goins Sb.”) at p. 7, line 5 —p. 8, line 12].

11 Most importantly, the Peak and Average method is conceptually flawed in that

12 | average demand is already included in peak demand and is thus counted twice in the

13 | allocation of costs. This double-counting contributes to the bias against higher-load-factor

14 | customers inherent in this method. [Higgins Sb. at p. 9, lines 7-10; Goins Sb. at p. 7, lines

15 | 5-24].

16 2 If the Commission orders that an energy-weighted method be

17 used to allocate fixed production costs, then the Average and

Excess Demand method should be used instead of the Peak

18 and Average approach, because the former avoids the

19 analytical shortcomings of the latter.

20 If fixed production costs are to be allocated on an energy basis, then there are

21 approaches that are conceptually superior to the Peak and Average method. One such

22 analytically-superior methodology is the “Average and Excess Demand” method.

23 [Higgins Sb. at p. 9, lines 11-20]. This method is described at length in the NARUC Cost

24 Allocation Manual and is used by both Salt River Project and Public Service Company of

25 Colorado. [/d] The “Average and Excess Demand” method avoids double-counting by

26
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1 | allocating costs based on a combination of average demand and the excess of class non-
2 | coincident peak over average demand. This method meets Staff’s stated objectives of
3 | using an energy weighting and allocates a share of fixed production costs to the classes
4 | using the system solely during off-peak periods. [Id. at p. 10, lines 7-10].

> 3. The Commission should approve AECC’s modification to

6 APS'’s cost-of-service analysis whereby the Company’s hourly

fuel and purchased power costs are allocated based on each

7 class’s actual usage for each of the 8,760 hours of the test

8 year.

? APS’s fuel and purchased power costs vary considerably throughout the year, as
10 well as during the course of each day. Generally, these costs are higher in summer, and
1 for any given day, higher during the peak hours of the afternoon and evening. [Higgins
12 Dt.-COS, at p. 9, line 22 — p. 10, line 4]. Yet, the Company’s allocation of its energy
13 costs across customer classes does not take into consideration the variation in class usage
14 across seasons or time-of-day. The Company’s approach simply allocates fuel and
15 purchased power cost based on the system average cost throughout the year. [Higgins
16 Dt.-COS at p. 8, line 21 — p. 9, line 8]. It makes no difference whether those kilowatt-
17 hours are concentrated in high-cost summer on-peak periods, or lower-cost off-peak
18 periods; each kilowatt-hour is assigned exactly the same weight. Such an approach
19 understates the energy cost responsibility for those customer classes whose usage is more
20 heavily weighted toward the more expensive summer and daily on-peak periods. In turn,
21 this practice overstates the cost responsibility for the remaining classes. [Higgins Dt.-
22 | oS, at p. 8, line 21 — p. 9, line 8].

23 To better align the allocation of APS’s energy cost with cost causation, AECC
24 witness Higgins added a step to APS’s cost-of-service analysis in which the Company’s
25 hourly fuel and purchased power costs were allocated based on each class’s actual usage
26
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for each of the 8,760 hours of the test year. [Id. at p. 12. line 19]. Such a step better
aligns cost responsibility with cost causation, improving fairness and encouraging
efficiency in resource utilization through better price signals.  The benefits of this
approach have been recognized by a number of the expert witnesses in this proceeding,
including Kroger witness Baron [Tr. at Vol. XV, p. 2978, line 10-16], FEA witness Goins
[Goins Sb. at p. 9, line 21 — p. 10, line 2], and APS witness Rumolo [Tr. at Vol. XIV, p.
2802, line 10 — 2803, line 3], each of whom expressed support for the AECC proposal.

With the increasing sensitivity of energy costs to seasonality and time-of-use, and
with rapid load growth causing great pressure on APS’s summer costs, it is critical that
Arizona begin using seasonal and time-of-use information in determining the allocation of
energy costs to customer classes. [Tr. at Vol. XIV, p. 2802, lines 2-7] As the strong
summer growth pushes up the system average cost of energy, all customers are negatively
impacted — but the greatest percentage rate increases are occurring in the industrial sector.

As part of the record of the Interim Proceeding, APS indicated that if its rate
increase proposal in this proceeding was approved, the Company’s industrial customer
rates would rise cumulatively in excess of 40 percent between mid-2003 and early 2007.
[Higgins Dt.-COS at p. 10, lines 5-8]. This is a matter of very serious concern for Arizona
economic development and sustainability. APS’s industrial rates are already 52 percent
higher than in neighboring Utah, 28 percent higher than in Colorado and 5 percent higher
than in New Mexico.> [Id. at p. 10, lines 8-11.]

The pressure on industrial customer rates in Arizona is exacerbated by the lack of
an hourly energy cost allocation in APS’s cost-of-service study. While it is fair for
industrial customers to pay their share of summer energy costs based on industrial

summer usage, it is not fair for the cost of expensive summer usage of other customers to

% All comparisons are for a 10 MW, 75% load factor customer. APS rates are for Rate E-34. Utah rates are calculated
for PacifiCorp Rate 9, Colorado rates are calculated for Public Service of Colorado Rate Schedule PG, and New
Mexico rates are calculated for Public Service Company of New Mexico Large Primary Voltage Rate.

22




1 | be transferred to industrial customers via the averaging of annual energy costs in the cost-
2 | of-service study. And currently, that is what happens in Arizona. [Higgins Sb. at p. 10,
3 | lines 12-21]. As demonstrated by AECC witness Higgins, the use of annual average
4 | energy cost in assigning class energy cost responsibility is causing the rates for E-34
5 | customers to be inflated by 3 percent, and is causing the rates for E-35 customers to be
6 | inflated by over 6 percent. [Higgins Dt.-COS at p. 11, line 1 —p. 12, line 7, Table KCH-2,
7 | attached hereto as Exhibit 10]. This evidence is un-refuted.
8 Fortunately, this problem can be corrected with only a modest net impact on the
9 | Residential customer class. Including an hourly energy allocator only increases the
10 | overall cost responsibility for Residential customers by 1.69 percent. [/d. at p. 14, lines
11 | 21-23, Table KCH-4, attached hereto as Exhibit 11]. When rate spread mitigation is
12 | taken into account, the net impact on Residential rates is even less. However, the
13 | beneficial impact on industrial rate schedules is more significant: the cost responsibility
14 | for Rate E-34 declines 3.01 percent and that of Rate E-35 declines by 6.13 percent. [/d. at
15 || p. 14, line 24-26].
16 | . RATE SPREAD
v A. The Commission should adopt AECC’s recommended rate spread,
18 which is guided by the results of its modifications to the APS cost-of-
19 service study to reflect the hourly allocation of fuel and purchased
power costs.
20 In determining rate spread, it is important to align rates with cost causation to the
21 greatest extent practicable. Properly aligning rates with the costs caused by each customer
22 class is essential for ensuring fairness, as it minimizes cross subsidies among customers. It
23 also sends proper price signals, which improves efficiency in resource utilization.
24 | [Higgins Dt.-COS at p. 21, line 19 — p. 22, line 8].
25 At the same time, it can be appropriate to mitigate the impact of moving
26
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immediately to cost-based rates for classes that would experience significant rate
increases from doing so. This principle of ratemaking is known as “gradualism.” When
employing this principle, it is important to adopt a long-term strategy of moving in the
direction of cost causation, and to avoid schemes that result in permanent cross-subsidies
from other customers. [Id. at p. 22, lines 1-8].

These objectives are supported in the AECC proposed rate spread, which is

implemented as follows:

1. Set Residential rates midway between system average percentage
increase and Residential cost-of-service, as modified to include an
hourly energy allocation.

2. Set the percentage increase for Street Lighting equal to Residential.

3. Set Rates E-34 and E-35 equal to cost-of-service, as modified to
include an hourly energy allocation.

4. Set the percentage increase for Rate E-32, Water Pumping, and
Dusk-to-Dawn equal to the respective cost-of-service for each, as
modified to include an hourly energy allocation, plus the same
percentage point increase necessary to fund the Residential rate
mitigation. [Higgins Dt.-COS at p. 23, lines 3-11].

AECC’s proposed rate spread, calculated at APS’s initially-proposed revenue
requirement increase of $450 million, is shown in Attachment KCH-3SR, columns (i) and
(j). AECC’s approach to rate spread is more reasonable than APS’s, as APS’s proposed
rate spread fails to adequately consider class cost-of-service. The Company’s cost-of-
service study indicates that Residential rates would have to increase 27.05 percent to fund
that class’s share of the Company’s requested $450 million base rate increase, if rates

were set at Residential cost-of-service (as calculated by APS). Instead, however, APS

proposes that Residential rates increase 21.14 percent, which is exactly the system
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1 | average. [Higgins Dt.-COS at p. 16, lines 4-21].
2 To fund the resulting revenue shortfall, APS proposes that General Service rates
3 | increase to a level significantly higher than the cost to serve that customer class. [/d.]
4 | Specifically, the APS cost-of-service study indicates that General Service rates would
5 1 have to increase 14.88 percent to be priced at cost, but instead APS proposes an increase
6 | for this class of 21.60 percent, which is even slightly higher than the Residential class.
7 | Within the General Service class, the industrial customer rates of E-34 and E-35 are
8 || proposed to be increased by nearly 25 percent, placing these rate schedules exactly on
9 | cost-of-service, as calculated by APS. Thus, under APS’s proposal, the bulk of the
10 | subsidization burden falls to Rate E-32, which warrants a cost-based increase of 13.4
11 || percent, as calculated by APS, but is proposed to receive an increase of 21.19 percent.
12 | [Higgins Dt.-COS at p. 16, lines 30-31]. APS’s proposal to set the Residential increase at
13 | the system average — and to set E-32 rates almost 8 percent above cost in order to make
14 | this possible — is not equitable. [Goins Dt. at p. 11, lines 6-7]. Gradualism provides for
15 | mitigation of rate impacts — but rate increases for classes that are below cost-of-service
16 | should generally be set above the system average in order to move them more reasonably
17 | toward cost-based rates. This is accomplished under the AECC proposal.
18 | IV. RATE DESIGN
19 A. APS retail transmission and ancillary services costs should be allocated
20 to customer classes based on the retail transmission charges in Schedule
51 11 of the APS Open Access Transmission Tariff.
22 The transmission and ancillary services costs incurred by APS for retail sales are
23 | based on charges found in the OATT. [Rejoinder Testimony of David Rumolo at p. 3,
24 | line 5]. For customers with demand meters, these OATT charges are based on the
25 | customers’ billing demands each month, and are not based on energy. [/d. at p. 3, line
26 | 12]. Yet APS has allocated transmission and ancillary services costs to its customer
FENNEMORE CRAIG 25
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classes based solely on energy, proposing a flat 4.76 mills-per-kWh unbundied
transmission charge for all customers. [Higgins Sb. at p. 19, line 16; Tr. at Vol. XIV, p.
2795, line 20] This approach is inconsistent with the manner in which transmission and
ancillary services costs are charged to APS for retail service, and is not reasonable.
Moreover, transmission costs are largely, if not entirely, demand-related, and are more
properly allocated on a demand basis. [Higgins Sb. at p. 3, line 29 and at p. 19, lines 15-
19; Baron Dt. at p. 12, line 12-14] Consequently, APS’s transmission costs are not
properly allocated to the appropriate customer classes. [/d.]

APS’s cost-of-service and rate design witness agrees that it is reasonable for the
Company’s original transmission rate proposal to be changed in favor of simply charging
the appropriate retail transmission and ancillary services rates in Schedule 11 of the
OATT, with the caveat that the smallest E-32 customers be charged on an energy basis,
rather than on a demand basis. [Tr. at Vol. XIV, p. 2795, lines 17- 20]. AECC strongly
supports this approach, with the clarification that the E-32 customers with billing demands
less than 100 kW can be reasonably billed in accordance with the corresponding OATT
energy charge, whereas E-32 customers with billing demands of 100 KW or greater
should be billed in accordance with the corresponding OATT demand charge. [Tr. at Vol
XV, p. 3069, line 12 — p. 3071, line 2].

The retail transmission rates found in Schedule 11 are as follows:

Applicable
Retail Class Charge
1. Residential Class: (DA-R) $0.00417/kWh
2. General Service 0-2999 kW: (DA-GS)
a. Demand Metered Customers $1.271/kW
b. Non-Demand Metered Customers $0.00340/kWh
3. Large General Service 3000 kW and above: $1.421/kW

26
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The Schedule 11 ancillary services rates should be added to the amounts above to

comprise the APS unbundled transmission charge.

B. Any APS generation rate increase for Rates E-32 [> 20 kW], E-34, and
E-35 should be implemented by increasing demand-related revenues
and energy-related revenues by an equal percentage.

The generation rate increases that APS has proposed for Rates E-32, E-34, and E-

35 are heavily weighted on the energy charge, with a much smaller increase falling on the

demand-related charges, as summarized in the table below.* [Higgins Dt. at p. 20, lines

12-21]. The net effect of APS’s proposed generation rate design is that higher-load-factor

customers would experience a much greater rate increase than lower-load-factor

customers. This impact is demonstrated in the Company’s Schedule H-4, which shows
the customer bill impacts resulting from the Company’s proposed rate changes.
APS Proposed Generation Rate Increases by Rate Component

APS Proposed Rev. Increase  APS Proposed Rev. Increase

Rate Schedule from Demand-Related Charges from Energy Charges
E-32 >20 kW 2% 53%

E-34 11% 53%

E-35 12% 48%

It is neither appropriate nor reasonable for APS to recover such a large proportion
of its proposed generation rate increase on the energy charge of these rate schedules.
AECC witness Higgins compared the Company’s proposed unbundled generation
revenues to the Company’s energy and demand costs in its cost-of-service study. [See

Attachment KCH-8, attached hereto as Exhibit 12]. For each of these rate schedules,

4 Note that for Rate E-32, APS’s generation-related demand costs are not collected through a demand charge, but are
collected as part of the first energy block, which is collected on a “first 200 kWh per kW basis.”
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APS’s proposed generation demand charge (or demand-related charge) under-collects the
rate schedule’s generation-related demand costs. At the same time, the Company’s
proposed generation energy charge over-collects the rate schedule’s energy-related costs.
This information demonstrates that the strong bias in APS’s proposed rate increase toward
increasing the generation energy charge is unwarranted. This bias unfairly impacts
higher-load-factor customers and is unreasonable.

If a utility proposes a demand charge that is below the cost of demand, then the
utility is going to seek to recover the revenue requirement for that rate schedule by over-
recovering its costs in another area, most typically through levying an energy charge that
is above unit energy costs, which is the case here. For a given rate schedule, when
demand charges are set below cost, and energy charges are set above cost, those
customers with relatively higher load factors end up subsidizing the costs of the lower-
load-factor customers within the rate class.

Aligning rate design with underlying cost causation improves efficiency because it
sends proper price signals. For example, setting a demand charge below the cost of
demand understates the economic cost of demand-related assets, which in turn distorts
consumption decisions, and calls forth a greater level of investment in fixed assets than is
economically desirable. [Higgins Dt.-COS, at p. 21, line 19 - 23].

At the same time, aligning rate design with underlying cost causation is important
for ensuring equity among customers, because properly aligning with costs minimizes
cross-subsidies among customers. As stated above, if demand costs are understated in
utility rates, the costs are made up elsewhere — typically in energy rates. When this
happens, higher-load-factor customers (who use fixed assets relatively efficiently through
relatively constant energy usage) are forced to pay the demand-related costs of lower-
load-factor customers. This amounts to a cross-subsidy that is fundamentally inequitable,
unjust and unreasonable.
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1 For Rate E-34, any generation rate increase should be implemented as an equal
2 | percentage increase on both the demand and the energy charge. This approach will
3 | produce a better alignment of demand charges with demand costs, and energy charges
4 | with energy costs, relative to the Company’s approach. [Higgins Dt. at p. 22, lines 10-
5] 16]. It will have the additional advantage of removing any load-factor bias in the
6 | generation rate increase. That is, the generation rate increase would impact high- and
7 | low-load-factor customers on a proportionate basis.
8 For Rate E-32 customers with billing demands greater than 20 kW, any generation
9 | rate increase should be implemented as an equal percentage increase on the first energy
10 | block (i.e., the first 200 kWh/kW block) and the second energy block. [Baron Dt. at p. 25,
11 | line 9 —p. 27, line 3; Higgins Dt.-COS at p. 22, lines 17-19]. As is the case for Rates E-
12 | 34, this approach will produce a better alignment of demand charges with demand costs,
13 | and energy charges with energy costs, relative to the Company’s approach. It will also
14 | have the additional advantage of removing any load-factor bias in the generation rate
15 | increase. That is, the generation rate increase would impact high- and low-load-factor
16 | customers on a proportionate basis.
17 For Rate E-35, any generation rate increase should be implemented as an equal
18 | percentage increase on the energy charges and on “demand charge revenues in the
19 | aggregate.” For Rate E-35, demand charge revenues need to be treated on an aggregate
20 | basis due to APS’s proposed change in the definition of the off-peak demand charge for
21 | this rate schedule. [Higgins Dt.-COS, at p. 23, lines 3-11]. As is the case for Rates E-32
22 | and E-34, this approach will produce a better alignment of demand charges with demand
23 | costs, and energy charges with energy costs, relative to the Company’s approach. It will
24 | also have the additional advantage of removing any load-factor bias in the generation rate
25 || increase.
26 CONCLUSION
proraesronns Convonmmon 29
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Some rate increase for APS is likely given all the issues raised in this proceeding.
No party is recommending a rate decrease. However, to the extent that the Commission
seeks to establish just and reasonable rates for all customer classes, AECC asserts that
adopting AECC’s proposed recommendations will serve the public interest by making
rates and charges reasonable for APS customers.

RESPECTFULLY SUBMITTED this 22 day of January 2007.
FENNEMORE CRAIG, P.C.

Patrick J. Black
3003 N. Central Avenue, Ste. 2600
Phoenix, AZ 85012-2913

Attorneys for Phelps Dodge Mining Company and
Arizonans for Electric Choice and Competition

1873833.2
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~E'>Contmued cost deferrals in’ 2006 from the unbalance between fuel costs and cost
i.recovery which has weakened the Company s key financial indicators’ and a. further _
- downgrade accordmg to. APS if' the Commission does not address fuel cost recovery.in-
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o massrve addltlonal mterest costs over the next decade 1f APS’credlt ratmgs suffer a downgrade as’ a "

8 -‘requested emergency rate rehef

R _:. -testrﬁed concermng the i mcreasmg costs of the Company rs experrencrng Those costs mclude

Incremental sales growth and fuel mix. APS has one of the fastest growmg terntones in the' o

DOCKET N'o‘;s;ojl '3?45»{'-’0,6}{060’,9 1o
ratepayers to future ratepayers, and raxses the very real p0551b111ty that ratepayers wrll be saddled w1th l RS

' result ofa de0131on by the Commrssmn to defer recovery of these costs ” APS exhrblt 3, p 36 At the j_ -
heanng, Mr Brandt presented h1s oprmon of how the vanous proposals aﬁ'ected the nsk probablhty |
that APS’ credlt ratmg would be downgraded to Junk He also presented an exlnblt that set forth : o |

'APS’ expectatron as to what FFO/Debt would be obtamed under the vanous proposals Mr Brandt_»-i e b.
testrﬁed that nerther the Staff’s nor the AECC/Phelps Dodge proposal Is a sufﬁc1ent altematlve to the,z | B

Mr Peter Ewen Manager of Revenue and Fuel Analyszs and Forecast Department for APS '_ :_» o

~ country and growth is one of the dominant factors. producmg increased fuel and purchased |

‘-_ " -power costs. The Company’s incremental sales attributable to- growth is met primarily with | _
~ .. high cost natural gas and purchased power ThlS factor alone accounts for $147 mllhon of the 1
- requested 1ntenm rate mcrease S S , e :

e Natural gas pnces Natural gas pnces have mcreased dramatlcally since 2002 accordmg to“
~» Mr.-Ewen and coupled with purchased power price increasés are. responsible for a $330 | . -
Sl million mcrease m the Company S base cost of fuel pnor to the results of the hedgmg.":_" ‘

'A 'Coal pnces mcreased 13 pe

the effects of addmg th Sundance Umt to “the

- {3APS Exhibit 6.
1 APS Exhibits 4 &
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' rcent between 2003 :and'l‘November 2005 and are [ F
prOJected to mcrease an addltronal 6 percent in 2006.  These highér coal pnces have raised the f R

Sf SYStem Mr Ewen used the Company s _.'.;_*j




. 4 utllrty wrll negatlvely 1mpact busmesses perceptlons about Anzon' CRERE

Fa DOCKETNO EQQ’1343ALQ’6§060'9:[" .

’productron cost srmulatron tool (“RTSrm”) to calculate the new base fuel rate The RTSnn is av’

#20 computer model whlch rephcates the drspatch of the APS system and rs the pnmary fuel expense and : I‘.'f:"f_

ff-system sales forecastrng tool used by the Company in prepanng rts annual budgets, long range“

R vﬁlel forecasts and near term operatlonal plans In h1s rebuttal tesnmony, Mr Ewen testlﬁed that the B

: Company had re-estlmated 1ts fuel expenses usmg February 28 2006 forward prrces and has

a modrﬁed 1ts request downward by $67 rmlhon, to $232 mrlhon

APS rebuttal w1tness Steven Wheeler testlﬁed about “modlﬁcatlons and enhancemen ” to the o

: ;Staff and to the AECC/Phelps Dodge recomrnendanons whrch he belleves would decrease the_v',:"

fvllkehhood of ratlng downgrades and would rmpact the contmued bmldup of uncollected fuel and"» ERSR

, 'purchased power costs Mr Wheeler further testrﬁed that he does not agree that resettmg the basej"

" ffuel rate pnor to the conclusron of the pendmg permanent rate case lS prohrbrted by the APS‘.

A : Settlement Agreement or De01s1on No 67744

APS w1tness Ellxott Pollack testlﬁed that non-mVestment Junk credlt ratmg of a local electnc_ ::

0 'agencres and stated that “[t]o me S&P’s recent press releases about APS mdrcate that the ratmg’.

' .:-'-’ agency is: lookmg for addrtronal support ﬁom the Connmssron for srgmﬁcant near-term cash recovery'” - 2

"'"'"V“_APS W1tness Steven Fetter testrﬁed concermng comments from the three maJor credrt ratmg 1 'ﬁf;_-'-;

by APS for 1ts power supply expendrtures that were prudently—mcurred " APS Exlnbrt 7 p 14 He':__?

ialso testlﬁed 1f APS{_?’we e

‘mvestor prcﬁle” for AP -fand noted that “maJor utrhty investors such as msurance compames and __5 5

y _' , pensron funds operate under legal restnctrons that severely lrrmt 'helr abrhty to ml "st in belowﬁ

downgraded to Junk status, that there would be a “marked change m the]




__ the cost of therr use of energy and the value of conservmg energy At the hearmg, Mr Robmson RN

7 to questrons by Comrmssroners

' mcrease o

68437 two of the ratmg agencres h e mdlcated that thelr present ulnvestm" it graf-j_'ﬁ

APS wrtness Donald Roblnson testlﬁed that the Staff recommendatlon is consrstent wrth how 1

the pames vrewed the Power Supply AdJustor (“PSA”) workmg under the Settlement Agreement :
| Mr. Robinson testrﬁed that StafP s recomrnendatlon allows the PSA to better track changes 1n fuel"_'_ o
4. costs, _whrch then rrnproves the Company s operat10na1 cash ﬂow and resultrng ﬁnancral rnetncs He.'. .
5 beheves that Staﬁ"s recommendanon to allow surcharges would better match the payment of costsl"{

0 thh the customers mcumng those costs and would provrde a better srgnal to customers concemxng‘.. ,f. o

R testrﬁed about the Company s expenses related to advertxsmg and bonuses for rts ofﬁcers in response. o '-' .

APS w1tness Rumolo testtﬁed and .presented exhrbrts on the bxll 1mpacts of the requested'_‘

RUCO’s Position j e

o RUCO presented one w1tness, Marylee D1az Cortez on 1ts behalf Ms. Draz Cortez testrﬁed- |

bt . that APS' Apphcatlon does not reﬂect an emergency at this trme Ms Diaz Cortez testrfied that prlor' ,
1 'Afh to the issuance of Decrsron No 68437 (February 2 2006), there mrght have been a case to debate:_‘ |
over whether APS’ condrtron was such that 1ts abrhty to mamtam semce pendmg a formal rate 1 o
ldeterrmnatron was 1n senous doubt, but smce the 1ssuance of that decrslon, there are no grounds for :
;ﬁndmg an emergency Ms Draz Cortez testrﬁed that there is no longer any basrs for a percepnon by;_' , e
g 'the ratmg agencres that the Commxssmn w111 not deal w1th the growmg deferrals in a tnnely manner: | o

'and so the threat of an nnmment downglade tO Junk bond status 13 reduced Ms D1az Cortez °“esfl." L .:

:S&P’s statement in: December 2005 and the fact that smce th'" Cormmssron voted on Declsron No B

R DooKET NO. "Egm 34_5’A;.o'6-‘0(j0'_9_ L

ratrngs are.stable R
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RUCO concluded that the ratmg agenc1es v1ew De0151on No :?68437 as adequate to rnalntam APS’.’V

'current mvestment grade ratmgs

Ms D1az Cortez testlﬁed that smce there 1s no emergency, rates cannot to be changed wrthout 1

1a ﬁndmg of faxr value She further testtﬁed that APS d1d not present ev1dence that it would be unablef [

5 to contmue to provrde electnc semce absent emergency mtenm rate rehef cltmg APS‘ testrmony.

that the deferrals have constramed only 20 percent of i 1ts equlty returns Ms Dlaz Cortez testlﬁed that}‘ ,:;_p,'"? |

A 'RUCO’s posrtlon 1s that “g antmg an emer eney 1nter1m rate mcrease at thrs Juncture would_'- e
gf g

& '_substantrally change the terms of the settlement agreernent and Dec1s1on No 67744” because fuel and 4 g"'. :

-9 purchased power under or. over recovenes were to be shared 90/10 between stockholders and;_'

ratepayers Id at 9 An emergency 1ntenm rate request would c1rcumvent the sharmg mechamsm and"

1 'result m 100 percent of the under-recovered fuel and purchased power cost bemg borne by

it ratepayers, thereby changlng the terms of the settlement agreement and Declslon No 67744 and ,7'-7’2}‘.' .

13 would harm ratepayers

g Atthe hearmg, Ms Dlaz Cortez testrﬁed that RUCO supported the Staff recommendatxon for__ 1

> bsurcharges Tr P 1692 She explamed fhat “we may not have glven 1t (PSA) all the charactensttcs 1t'

16 ?needed to deal effectlvely w1th such large escalatmg fuel pnces and that maybe m thrs proceedmg :

1 that somethmg we nught want to contemplate domg xs amendmg that adjustor mechamsm that we putf' L

i.: - m place back in Aprll ’05 so that 1t can deal effectrvely w1th the level of escalatlon that has actually'_:"'




£ prudence determmatro

) be prudent by the Commrssron

: .'fuel cost eductlon In 1ts Post-Hearmv' Bnef AECC/Phelps

DOCKET Noﬁ E01345A060009

:appropnate He recommends that the ratro can be obtamed through an emergency 1ntenm rate
‘mcrease of $126 mllhon in calendar year 2006 If thls rate mcrease were 1mplemented on May: 1

| 2006 revenue could be collected wrth an mcrease of approxunately 7 8 percent Mr nggms.- SRt

f APS to avord havrng to absorb 1ts 10 percent share of the cost dlfferentral between the current base | L
'energy rate and 1ts new proposed energy rate Mr nggms proposes that the base energy rate should )
'remam at the level estabhshed in APS’ last general rate case and any revenues collected from the :
jemergeney surcharge should be apphed as a credrt agamst the PSA annual trackmg account Thlsf S o
;would recover the 90 percent cost share asmgnable to customers w1th the remammg 10 percent o

. .»assrgned to APS in accordance w1th the PSA mechamsm Under tlus recommendatron, the new basev | L “

v fenergy rate would then be estabhshed in the pendmg general permanent rate case

M. nggrns also opposed APS’ proposed mterlm surcharge rate desrgn Accordmg to Mr

13 nggms although APS has stated that the proposed mcrease would be a 14 percent 1ncrease Mr '

nggrns beheves that the Company s proposal would actually rarse rates for many mdustnal'_' .

'customers by more than 20 percent He beheves that 1t 1s 1nappropnate m the context of an
16 .emergency rate ﬁlmg wrth a lumted record and restncted opportumty for analysrs, to put in place
‘dlsproportronate mcreases on drﬁ‘erent customer groups He recommends that the only appropnate; o

rate desrgn would be an equal percentage mcrease for all customer groups and that thrs could be'{ 1. -

I achreved through an equal percentage surcharge on total customcr bllls excluswe of PSA charges S E

Hi ;‘*-Dunn.g-the‘ heanng, Mr nggms modrﬁed hrs $126 mrlhon surcharge recommendauon m_‘-'

3 ’response to APS’ 'rebuttal testrmony that mcluded decreased net fuel costs' '"However, as tCSUﬁCd tof? | R

“s _:by APS wrtness B ;vdt the expected extended summer 2006 Palo Verde outage would cancel out the | 1 g -

dlsagrees w1th APS’ proposal to estabhsh a new base energy rate m tlns proceedmg as 1t would allow | E '.;:.--;

odge readJusted 1ts recommended‘_ o

nor w1H 1t allow th company to" recover those costs, as the recorrunended":_ e




| The Power Group s Pos1t10n

2 .’refund and other factors such‘

5 vmvestment grade quahty The members of the Power Group are competltors in the wholesale elecmc"".

10 more stnngent Those costs, lf prudent wrll ultlmately be passed on to customers .

L -IBEW’ Posrtron ‘

] srtuatlon APS 1s m was not caused by the level of compensatron that 1t pays 1ts employees

: Staff’s Pos1tron PR

. »revrewed for whether' they__w’re prudently ‘mcurr J

{increase Would not necessarrly prevent ture downgrade

.. DOCKETNO. E-01345A-06-0009 |

The Power Group sponsored testnnony of Davrd Getts the Chref Fmancral Ofﬁcer of‘ o g

e ’ Southwestern Power Group II L L C The Power Group supports the level of emergency mterlm rate > ’_:

4 relref that APS is able to demonstrate 1s necessary to mamtam secuntles and fmancral mstruments of: S

B ‘1 Mr Getts testrﬁed that APS’ credrtworthmess can have a drrect effect on the terms and condltrons
8 'offered tc 1t because when APS’ credrt lS at rrsk that nsk affects the ﬁnanc1a1 exposure and proﬁle R

7 vof the supplrer Thrs means that the pnce offered to APS wﬂl be hlgher, and the terms and conchtlons R o

: The IBEW sponsored the testunony of its: w1tness Robert DeSpam, _who testrﬁed that the |

-.'Staff provrded ::"testrmony} of Ralph Srmth, Jay Randall Woolndge Barbara Keene, andf' ,:.{-»; :

6 erham Gehlen Mr Smrth testrﬁed that the Commrssxon s cap of $776 ‘ »’ mllllon does not currently e

| 'constltute a ﬁnancral emergency for APS because APS has not yet mcurred fuel and purchased costs -

2 'purchased power costs in excess of the cap m 2006 wrth the actual costs' mcurred by APS bemg Yo

e ergency . rate mcreases are subject to

a sustamedj unplanned . outage atiani:APS plant durmg a peak :

market in. Anzona and APS 1s the largest potentlal purchaser of capaclty and energy 1n the market ‘

m excess of the cap and Declsron No 68437 has allowed APS to defer fuel and purchased power' T

: "costs m excess of that ca Mr Smxth recommends that APS should be allowed to defer fuel and




8 demand penod could result ina downgrade He aIso pomts out that h1tt1ng a partrcular F FO/Debt‘

_':'D'oc'KET'No‘. E;oi'345AL06;ooo'_9' e

o .ratto does not drctate a certam bond ratmg Mr Smrth testlﬁed that grantmg an’ emergency rate |

3 'mcrease as a way to provrde for APS to collect fuel and purchased power eosts is not a preferred' o

: -f‘: alternatlve because 1t would be based on forecast estlmates of fuel costs under collectrons rather than : ;'_" L

" ‘ 'cnsrs, and there is no assurance that mcreasmg APS’ rates by $299 mrlhon subJect to refund wouldf

Y ' .resultmg m mcreased borrowmg costs 1t would unpede the Company s access tc credrt

| itestrﬁed that prompt actron on the PSA surcharge request is'a better and more appropnate way to

LA address the Company s growmg deferred fuel balance than the Company s request for emergency

1 - rate rehef Staff recommends that the functlonmg of the PSA be revrewed in the current APS rate ‘ -

' 'case and be revrsed 1f necessary when addrtronal operatmg expenses m 2006 can be taken 1nto -

;.collectron of actual costs already mcurred rt would hkely requrre mcumng addrtlonal costs for a, , :

0. surety bond APS has not proven that 1t 1s currently expenencrng a ﬁnancral emergency or cash ﬂow : e

- result . m a bond ratmg upgrade or prevent a bond ratmg downgrade Mr Srmth agreed that af' "_' . .
. idowngradrng of APS’ debt to Junk status would not be a desnable outcome because m addrtton to_;_:

Rather than grant APS emergency rate rehef that is not needed Staﬁ‘ recommended that the ' :

_:Comnussron should address any deferred fuel balances through means of quarterly surcharges Staff .. e

consrderatron In the mtenm in order to address any potent1a1 for growmg fuel costs under collectron ‘ '_ .

21 -request by ﬁhng' 1ts recommendatron no- later than 3'Oldays after APS’

‘1 '-that APS antrcrpates for 2006 and as_ 'th‘ preferable alternatrve to an emergency rate mcrease, Staff 1
*quarterly basrs rf necessary Commrssron Staﬁ' J’s wrlhng to expedlte the processmg of the surcharge )

ﬁhng .Mr Srruth testrfied that: :




2 . _bonds certamly 1s not posmve for the Company, recent reports from ratmg agenmes and 1nvestment

w1 ‘;:eeonomrc condrtrons of the semce terntory, competltrve envrronment regulatory chmate, customers, S '_f .

momtor any deterloratlon in, APS’

'Company s customers;.

St l_pp 2-3 Those agencles and ﬁrms reacted posrtlvely to the J anuary 25 2006 Commmsron decrsron to :

'.hft the'cap on deferred costs and to advance the collectron of deferred costs

& DOCKETNO Eé’()"r 345;&}0610009] N

reports on APS and Plnnacle West’s cash posmon and ﬁnancral ratlos thelr cash ﬂow pr03ect10nsf

-for the upcommg 12 months and notrfy the Cornrmssxon nnmedrately 1f any event occurs or s

appnsed of any possrble detenoratlon m APS’ cash and ﬁnancral 31tuat10n

_downgrade on APS‘ ﬁnanclal condmon, the cost of capltal ablhty to ralse cap1ta1 and the |

sessment of whether the downgrade constltutes a financral emergency,.f

an_

| an evaluatlon of a hkehhood of addrtronal downgrades of APS’ debt and the unpact of any such
1 'addltronal downgrade Dr Woolrldge testlfied that although the downgradmg of the Company s

'_ﬁrms suggest that recent Comrrussron actrons appear to have stablhzed the srtuatron Staff exh1b1t 1 :

17 v_ratmg agencres con51der many factors .ZThese factors mclude many busmess nsk md1cators such as’ o

ﬁnancral condltlon Staff recommended that APS ﬁle monthly'j{ -

prOJected by APS to occur vv1th1n the next 12 months wh1ch would consutute a default condrtron Mr |

Srmth testrﬁed that thrs would enable the Commrssron to have an’ addrtronal means of keeprng]

Staﬁ’ w1tness Dr Woolndge testlﬁed concermng the nnpact of the recent bond ratlng”" s

_;-'“Woolndge dlscussed the role of ﬁnanclal ratlos and the ratlng process and‘mdrcated that"» i '_




s L any evrdenee that its bonds are about to be downgraded to Junk status and noted that the ratmg statusv_i L

’ that as of January 2006 1t was at 15 pomt basrs pomts

drscount rates do not pay erther the adJustor rate or any surcharge

Staff also presented the testrmony of erham Gehlen Mr Gehlen testrﬁed that Staff

12 purchased power expenses for 2006 Mr Gehlen testlﬁed that the Company has developed a hedge_’ 5 o

‘: 2 __2006 natural gas and purchased power requrrements and so the pro;ected uncollected fuel and.

S fr»?DocKEr‘N’o; E}Ovlv345A?O640009 o

; of the bonds by S&P the only agency that has the Company s: bond ratmg one notch above Junk'» 5 ' E
status 1s stable Dr Woolndge dld note that the downgradmg of the Company s bonds to BBB by 1

‘ _ _S&P has caused a shght mcrease in the Company s overall cost of capltal and hlS analysrs mdlcatesl.: :

Staff w1tness Barbara Keene set out the varlous rate unpacts on customer b111s for each of the " ‘ji_-':_..{ e

requested rate mcreases, surcharges and emergency rate mcrease requests At the hearmg, she: .

1 estrﬁed that pursuant to Decrsron No 67744 low-mcome customers on the E 3 and E 4 low-mcome

evaluated the assumptrons APS used 1n calculatmg the vanous prOJectlons for uncollected fuel and | e

- 13 nnplementatlon strategy wrth the mtent to manage pnce nsks that has been caused by mcreased_ . :

: volatrhty in the natural gas and purchased power markets The Company has hedged 85 percent of 1tsf B o

purchased power cost changes are lnmted 'Mr Gehlen testlﬁed because of hedgmg, the greatest; -
2 17 lmpact on ﬁrel and purchased power expenses would be the loss of a nuclear or coal base umt- .

P 1 3 resource dunng the peak June through September penod APS would become even more rehaut on,- L
1ts gas generatmg urut as well as the pu;rchased power market whrch 1s mdexed to the pnce of natural'_i S

_:gas Mr Gehlen testrﬁed that thrs would result in 3 dramauc mcrease m gas and purchased power:“ £

costs Staff concluded that APS’ pro;ectrons for uncollected fuel and purchased power expenses are ;.‘ e E




T The Opnnon says:

| 118 Anz 531 578 P 2d 612 (1978), the court dxscussed the Anzona Attorney Genera]’s Opmlon No :'

o The foregomg authontles make it clear that m general courts and regulatoryp._j
'"bodxes utilize interim rates as an: emergency ‘measure when sudden change brings
..,z'hardshlp to a ‘company, _when a company. is. 1nsolvent or:when' the condmon of the-
~company - is. such’ ‘that -its . ablhty “to” malntam serv1ce B pendmg a formal‘ _rate.
' 'determmatlon is in'serious doubt,’ . - . ~ g
o o In addmon, under the Mountam States Telephone case supra the mablhty of -
E thc Commxssmn to grant. permanent rate rehef w1thln a reasonable tlme wouId be
3 .grounds for granting interim relief. - L o
L Perhaps the only valid generahzatlon on thls subject 1s that mterlm rate rehef L
s not proper. merely because'a company s rate.of | retum has, over a period of time," -
* deteriorated to. the point that it is unreasonably low. “In other ‘words, interim rate. -
) _.jrehef should not be made. avaxlable to enable a public service corporation to ignore -
_ "+ ““its obligations to be aware -of its earmngs position at all times and to make timely -~
. application for rate relief, thus preservmg 1ts ablhty to render adequate service and to
'?_pay a reasonable return to 1ts mvestors S L '

; requmn mergency rehef and that the are not_» the _,nly clrcumstances that may constltute an.'

71 17 (“Attorney General Oplmon”) and the hmlted crrcumstances where mtenm rates should be'i"‘
3 used when an emergency ex1sts, when a suﬁicxent bond has been posted guaranteemg rcfunds tof::
| customers 1f the rates are later found to be excesswe and when the Commxssmn w111 be makmg a: [
ﬁnal detennmatlon of Just and reasonable rates aﬁer a. valuatlon of the utlllty 5 property The partles': :

_‘ c1te the Anzona Attomey General Oplmon for cntena to determme whether an emergency exrsts 5

-""APS_:argues that the language of the‘AG’s opnncn merely gwes “ examples of sﬁuatronsf- 3




' DOCKETNO.E-01345A-06.0009 | -

ion’s ' decisions allowing: emergency  reief for [ -

AECC/Phelps Dodge agrees wrth APS that 'the hst m the Attorney General’s Oprmon was not_.v, o
" 3 mtended to set forth the only condrtlons upon whrch the Commrssron could approve emergency‘.- L
| fmtenm rate rehef Crtmg several Commrsswn decrsrons, AECC/Phelps Dodge states that the:- : ,
‘Comrmsswn has granted emergency mtenm rate rehef “not only m srtuatrons where only h1stor1ca1 1 o .‘j-
| costs ‘were evaluated but also in s1tuatrons where prospectrve costs threatened to severely unpact the"_ ,': - B
{ ,'-": 'utrhty in a negatlve way ”, ‘AECC/Phelps Dodge Post-Hearmg Bnef p 3 AECC/Phelps Dodge'_: o

concludes that “Arrzona law, and Comm1ssmn precedent support the concluston that thei_ e .

. Commrssron has sufﬁcrent authorrty to grant emergency mtenm rate rehef when prospecttvc costs are:' .
- ;."fl 1 consrdered part of the crrcumstances that warrant an emergency ” Id L | |

E 12 G Staff argues that the Commrsswn has broad dlscretron whether to grant emergency rate rehef

._ In its brref Staff states that whlle Resrdenttal Utzhty Consumer Office v Arzz Corp C’omm n, 199' v E
H| Ariz. 588 20 P 3d 1169 (App 2001) requrres that an emergency must exrst to. grant APS the reIref 1t »
i 'requests the questron of what quahﬁes as an emergency 1s largely a questlon of fact for the‘, f )
: - 'Comrmssron to declde Staff stated in 1ts March 13 2006 Prehearmg Bnef that the Commrssmn s.;_ o
authonty to grant emergency rate rehef “should not be lnmted to specrﬁc, narrowly tarlored sets of : o

18 vfacts, but should mstead be focused upon whether the apphcatron alleges crrcumstance g sufﬁcrently_' o

I : urgent to concern the mterests of the pubhc

o 20 The FEA dlsagrees w1th APS’ posmon that the Attomey General Oprmon is* merely‘f

. mstructlve” FEA Post-Hearmg Bnef p 5 It crtes subsequent Comrmsswn decrsrons and argues thatﬁf A i.




. only upon makmg a fmdrng of farr value is justrﬁed » RUCO Post-Hearmg Brlef p 5

_ e emergency relref m order to avord ‘ »further downgrade

"2 _'nnprovements It_adds that operatmg expenses, mcludmg hrgher pnces for fuel and purchased power -ly

i DOCKETNO E01345A060009

RUCO asserts that Anzona courts would “lrkely narrowly mterpret the Commrssron s

’ ’authonty to deterrnrne that an emergency exrsts and that an exceptron to the requrrement to set rates"_ e

Factual Evrdence Necessaﬂ for Emergenchmdlng

-_penlous ﬁnancral srtuatron created by the extrernely Iarge - and growrng unbalance between the" SR

Company ) fuel and purchased pOWer costs and its. current rate revenues » APS Post-Heanng Bnef p ,

‘ .would be ﬁnancrally dtsastrous for APS 1ts customers and shareholders, and would have an adverse_ :

irmpact on the state s economy S

AECC/Phelps Dodge belreves. that nsrng fuel. an'_ purchased .power costs' the. recent

‘downgrade, _and 'the outlook for APS’ FFO/Debt ratro. n. 2006 are sufficrent reasons to provrde: -

" 1t would have an_' -,

1 mcrease of between $600 mrllronland $1 2 brlhon rn 1ts cost of caprtal and 1ts access to the cap1tal 1

18 _'markets would be severely restncted or foreclosed at a trme when 1t needs to make substantlal caprtal | .

In 1ts bnef APS states that the emergency that Justlﬁes the “mtenm rate relref anses from the e




w3 lclarmed that 1t 1s msolvent, facmg a 11qu1d1ty cnsrs, or unable to provrde servrce to its customers The T L

emergency rates

‘unplement emergency rat s.when

'Commrssron should focus on settrng Just and reasonable rates':". If the Commlssron were to consrder

ol {the ratmg agencres oprmonsf, RUCO behevesthat 1t 1s not clear that a downgrade to nomnvestment :

The FEA argues that APS provxded “no evrdence that a sudden condmon caused the §

growmg deferrals of ﬁ.lel and purchased power costs » FEA Post-Hearmg Bnef p 8 Nor has APS 1 o

FEA concludes that APS has not met the cnterra that would allow 1rnplementat10n of mterlm

maJonty of the cases where the Commlssron approved emergency mtenm rate rehef the utrhty s.;‘
;0nsrs had already occurred or was occumng Staff stated that the Comrmssron is not bound tc ﬁnd an [
aa emergency when only certa.m parameters are met but should look to the totahty of the facts Under.f_. -

2 f ;;Staff’ s analysrs the facts and crrcumstances do not Justlfy a ﬁndlng of an emergency

2 jrs demed and Staff drsagrees w1th APS’ assessment that the credrt ratmg agencres wntten reports |
1 mdlcate that a downgrade 1s 1mmment Staff beheves that the wntten reports themselves should be
] 'grven more werght than APS w1tness Brandt’s testrmony about hrs conversatlons wrth ratmg agency:: o
| personnel Staﬂ" also notes that APS drd not testrfy that 1t would be. unable to contrnue to provrde. . l.
'adequate and rehable servrce pendrng resolutron of the permanent rate oase In 1ts brref Staff states"‘ L

that smce “the concem of the ratmg agencres 1s over the PSA, then the drreot solutlon is: to addressf- - »"

1 -the PSA erther by allowmg a quarterly surcharge or by mcreasmg the 4 rml bandwrdth rather than to . _ "

rn gency exrsts.” Staff !,ost-Heanng Bnef 'p .

RUCO argues that ratmg agency comments': do not ‘creat“"an emergency, ‘and. 'that the” :

DOCKETNO E01345!&()60009 (SRR

Staff revrewed recent Comnussmn emergency rate proceedrngs and concluded that in the- S

Staff cites the testrmony that there is no threat of rnsolvency or a hquldxty cnsxs 1f the request | T




: nnmment downgrade of APS’ credrt ratmg to non-mvestment grade

. :power costs 1n 2006 1s legltrmate and warra.nts Commrssron actron
_".2006 APS would _ﬁle‘f
' fproposal unplarmed outage costs would not be mcluded aIl fuel and purchased power costs would be_ | ,:' -
',mcome customers would be exempted from the surcharges

: .WIthout pl'lOl' revrew

_months early and to approve a surcharge have adequately rmtrgated the ratmg agencres concerns

1RUCO argues that 1f S&P ‘truly expected that denral of mterrm rates would result m a downgrade, 1t_ X

: testrmony about the credrt ratmg reporfs leads rt to conelude that no ratmg agency 1s threatemng an_f B y

- OTHER RELIEF

; mcre::“ e“ Staff does beheve tha‘t the concern over the growmg large deferred fuel and purchased’ )

Staff belreves that thebv’v_';f

; fmechamsm Staff’ s recommendatron 1s for a quarterly surcharge process whereby begmmng in June:-:'- -

Under Staffs"';_' :

surcharge applrcatron to recover actual deferred costs

,subJect to a prudence revrew at a later tu:ne the FFO/Debt ratro would unprove to 16 6 and low:", s

RUCO supports Staﬂ’ s proposal but-'._

_docs not support the APS recommended v":.od1ﬁcatrons ; mcludmg rnakmg the surcharge automatrc,

o5 .57DOCKETNQ, éi’bi3’45-&06f—dooé |

_would not declare 1ts current ratmg stable two days after statmg that 1t does not appear hkely that :_’ S

emergency rates would be approved . RUCO Post-Heanng Bnef p ll RUCO’s rev1ew of the: :._"'_f

_-.Although Staff beheves that no emergency exrsts to warrant an mtenrn emergency rate" R




vperforms It is in the best mterests of all stakeholders mcludmg APS management shareholders,: |

_9 APS agreed to base costs that it knew were probably insufficient’ and did not appeal' the Commission’s decision
- ‘,a(pprovmg the settlement agreement wrth sngmﬁcant modrﬁcatlons to the PS
_' Anz, Const art. 15,

N nocKETno;e;‘g 1’3’45__;/;;05.-090_91

" :fuller and trmeher recovery of deferred costs Staff notes that 1t 1s not an emergency rate per se; 1tv_ff
: '-:can be readjusted 1f approprrate in subsequent proceedrngs 1t can lrkely go 1nto effect on- May 1, ':v
A2006 rt requrres only one. ad_]ustment the 90/ 10 shanng is: preserved 1t adJusts the bandw1dth drrectly;', S
addressmg the credrt ratrng agencles concerns, and because thrs proceedlng was notlced as a A R S § 5 o
"40—252 proceedmg can be adopted at thrs t1me RUCO beheves that thls proposal could recover the‘
exrstmg and proyected deferred costs for a smgle year but 1ts once-a-year rmplementatton makes 1t. ':

| :less ﬂexrble in dealmg w1th what could be an on-gomg problem of under-recovery

ANALYSIS

Much testrmony at _the heanng concemed whether and under what certam crrcumstances a, S
._ :credrt ratmg downgrade would occur Language from the credlt ratrng agencres reports bulletrns,_‘-_ o
] .and updates was plcked apart “placed 1nto context explamed and analyzed The bottom line i 1s that |

no party or the Commrssron w111 know what actron, 1f any, w111 be taken or when because those
’actrons depend on future undetertmned events and actlons of entrtres not mvolved in thrs proceedmg |
o As a Commrssron our role is to evaluate the Company S apphcatron from the broadp_}_
: perspectrve of not only what is 1n the Company s best mterests, but also what i is m the pubhc s best. .
: mterest Although APS is appropnately concemed about tts credrt rattng, deﬂectmg responsrbthty for,;:
o " 'the posrtron that APS has gotten 1tse1t9 mto does nothrng to show the credrt ratmg agencres that 1t_ : )
'should expect “sustalned regulatory support” from the Comnussron APS wants us to beheve that our‘ o
:::_::A .actlons alone wrll determme the Company s future, when in fact APS’ 1nternal dectslons and 1ts : 2

' 'abrhty to manage 1ts operatlons and respond to change 1s what fundamentally detenmnes how it

s See March 14 2006 procedural conference transcnpt

14; Scat
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1 :'rehef tarlored to many dlﬂ'erent srtuatlons:

S ‘DOCKET NO. B0 3‘45,-2;;05.@091% .

s farr value ﬁndmg 1s wrth automatrc adjustment clauses The partres have aptly set forth the'f s

apphcable law concernmg emergency rates and have dlffermg vrews as t0. whether the facts presented'_ b

jnse to the level of an “emergency” Applymg the condrtrons drscussed m the Attomey General s:.

Opmron, 1t is. clear that APS 1s not msolvent It 1s also clear that APS is- able to mamtam servrce'f

E ‘pendmg a formal rate determmatlon albelt at a potentrally hrgher cost All of the partres seem: to ;

6 ’.agree that APS 1s facmg hardshrp because it has mcurred and pard for substantlal amounts of ﬁrel andv.; :

" _purchased power that lt has not yet been able to recover through 1ts current rate structure The partres o

_do not agree as to whether thrs “hardshrp” was the:result of a’ “sudden change” as drscussed ln the

7 | Attorney General’s Oprmon The partles also do ot agree as to whether the possrbrlrty of a ﬁrture}-.

) ,downgrade is a sudden change causmg hardshxp

‘__'._{We agree w1th Staff that our authonty to determme emergencres 1s’not hmlted to specrﬂc

. ,narrowly tarlored facts and that our ratemakmg authonty is sufﬁcrently broad to enable us to grant

-1 | rehef and in other srtuatrons, the crrcumstances or pubhc mterest may requrre other forms of relref s

n some srtuatrons that may be to grant emergency rate 3 E

' »Although not specrﬁed m the Attorney General’s Opmron, we behev that another lmportant factor m'f S

{ vevaluatmg whether an emergency exrsts is .whether ere 1s some other form of rehef that would :

17 _address the asserted emergency besrdes the extraordmary remedy of mterun emergency rates APS’ :

4 ‘requrrement m the form' of the PSA mech',_

1€ _:,eady has mcorporated“one exceptron to the constrtutronal fa.u' value ﬁndmg:'._fi‘ e
‘sm ‘“The »PSA vwas.‘_estabhshed to address the very_:,: o




I Anriual Traclcmg Account costs an
2 Staﬂ’exhrbit 9.7

:” Amount of expected unrecov ered purchased power and fuel costs for 2006 of $248 mrlhom APS schedule 18(D), less 4A
‘mil bandwidth recovery of at least $110 million in' adjustor. rmp'emented in February 2007, leavmg approxrmately 3] 38

: messages to ratepayers as to the actual costs that are bemg rncurred thereby allowmg them to ad_]usl 1

'therr consumptlon, and by mcreasrng the hkehhood that APS w111 remam mvestment grade and: j L

thereby mamtam the lower caprtal costs that current rates are based upon

: Although we ﬁnd merlt m Staﬁ’ s proposal to allow penodlc surcharges to collect deferred -' ;
‘ costs we beheve that the tmung w111 not stgmﬁcantly reduce thrh'nterest that accrues, nor w111 1t glve'_-' o
-_a very tunely prrce srgnal that costs have mcreased and are bemg mcurred Multlple pnce changes in {5
‘ }a short penod of trme can be confusmg to ratepayers and may not send the approprrate prrce srgnals S
: The pmmary beneﬁt of Staff’s proposal is that the costs are. not recovered untll they are known and o

: _mcurred However under Staff s surcharge proposal Staﬁ’ S: rev1ew 1s not mtended as a prudency'j R
{review, but wrll Just venfy calculatlons and make sure unplanned outage costs are excluded Tr p. RN
'.2194 No party testrﬁed that APS’ purchased power and fuel costs wrll be at or near the: base costsj.:' .
12 'establrshed in Decrslon No. 67744 and in fact APS is 85 percent hedged for 2006 e

Accordmgly, in “order’ to’ prevent the contmued bulld up of a large balance in the 2006 ; "

Trackrng Account and the amount of mterest that w111 accrue that wﬂl need to be collected from‘

ratepayers begmmng in February 2007 we wrll allow APS to 1mplement an mterrm PSA adjustor to ,l o
16 'collect a portlon of the 2006 purchased power and fuel costs that are above the base cost estabhshedl- | .
m Decrsron No _'“67744 We beheve that thrs adJustor should be set to collect an amount that wrll-‘f"'l e

18 leave no more than approx1mately $1 10 rmllron (or the arnount that w111 be collected usmg a 4 mll

bandvndth startm " in February 2007 ones the 2005 ad ustor ends)a in the 2006 Trackmg:Account at
__the end of December 2006 S |

S Accordmgly, we w111 authonze an mtenm PSA adjuntor for ~2006 costs us1ng a bandwrdth ot 7'

" mﬂ begrnmng May 1 2006 1w Thls wﬂl mcrease the monthly _edlan res1dent1a1 summer customer‘ : B

' 744 low-lncome _ustomers on the E 3:"5

million for recovery through mtenm-PSA adjustor in-2006. The interini PSA adjustor. should continué until all 2006 . - ',
pt the-amount needed for the February 2007 4 mil band 'dth ad\ustor :
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‘A { and E-4 low-income "d'iscount”rates";do ‘hot‘pay:'e'ither the adjustor rate or any surcharges,andvvlll not | -
2 pay this mterlm PSA ad_]ustor rate S | ‘ : 1 _ | R | | _
| APS should mclude a separate schedule for thlS 1nter1m PSA adjustor m 1ts month]y PSA

- ’_addltlon, all unplanned Palo Verde outagc costs for 2006 should undergo a prudence audlt by Staff g "'.'A_':

In the event that Staff or any party beheves that APS is. not unplementmg the mtenm PSA ad_]ustor;

R ‘correctly, they should prornptly nottfy the Comm1ss1on_ e

_ ﬁlmgs and Staff should momtor on an ongomg ba515 whether APS IS correctly accountmg for the' cR
‘ _ recovery The amounts collected through the mtenm PSA adjustor mcludmg any costs assoclated,_'-.'

'w1th unplanned outages, w11 Ter '-'am subJect to a prudency rev1ew at the appropnate trme Inf.;

' "':t'_By actmg now, rather than wattmg unt11 Februaty 2007 to begm collectmg'these costs 'the Jool

ratepa rs: wﬂl be payt_ gz‘:approxunately ﬁve mllhon dol]eus less m mterest charges ER Furthet 1t 1s‘1

) affect the tumng of the alread authonzed rccovery ~ot prudent costs paJd for fuel and purchased[,;_

4 power

| »l_ szgmﬁcant and growmg deferral of fuel and purchased power cests‘ We expect the partles in’ the_v_f

:'pendmg__ pennanent rate proceedm_._ to “_repose modxﬁcatwns : the PSA that wrll address on |

: nnportant to hlghhght that th1s 1nt nm‘ modlﬁcatlon to'-‘PQA'\wll not affect APS’ earmngs 1t wxll only

Thls modthcatmn of the PSA 1s an mtenm measure "'taken to address what we see as :a-_' . ‘?_.:




T Caprtal Corporatro

;.$44 6 mrlhon assocrated w1th these same unplanned outages at PVNGS

: 'the PSA balance 1s a parttcularly Stgmﬁcant feature of the PSA Thrs feature has not, as- yet, P

produced the level of mltrganon env1sroned by the Comrmssnon when we approved the Settlement

Accordmg to monthly reports ﬁled by APS the Company s gross revenues from oﬁ'—system i ‘_ . B
. v.sales for 2005 were approxtmately $58 5 mrlhon w1th margms of approxtmately $18 20 mrlhon |
tbefore the 90/ 10 shanng Contrast these ﬁgures w1th SRP's approx1mately $473 mrlhon 1n gross’ |
,revenues for ﬁscal year 2005 from off-system sales SRP does not prepare “net” oﬁ'-system sales'-' o
'revenue ﬁgures but 1t was able to- estabhsh a $55 mrllron “rate-stablhzatron fund” denved prtmanly . R
from these revenues Thrs fund may allow SRP to avord passmg on to 1ts customers approxnnately -
$40 mrlhon in fuel and purchased power costs assocrated wrth outages at the Palo Verde Nuclear x |

2 Generatmg Statlon (“PVNGS”)’ whrle AP S has a pendmg surcharge apphcatlon seekmg recovery of: | o -

In Decrsron No 67744 Staff ‘was duected to commence a revrew of APS’ off-system sales )

’ practrces wrthm three years of the effectrve date of the Order Because of APS’ drsappomtmg off- .; ‘_r -
- ‘»system sales revenues, 1t 1s lmperatlve that sald rev1ew take place as’ part of the pendmg permanent S
_ rate proceedmg The rev1ew should compare APS’ off-system sales revenues and practlces wrth_:_ E '

‘_other electnmty provxders in the West The rev1ew should also mclude an analysrs of Pmnacle West:”' .

1ts afﬁhates and subsrdranes wholesale energy sales, mcludmg, but not hmtted'_

to, how these wholesa]e' transactlons unpacted 1f at all APS’ off-system sales revenues We expect '_'
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s mappropnate in the context of an emergency rate

24 on dlfferent customer groups AECC/Phelps Dodge argues that

C agreed w1th AECC’s recommendanon argumg that E‘

~ DoCKETNO, E’;,orfzétSiA-déioboée =

ﬁhng to put m place drsproportronate mcreases B
hrgh load factor F 34 customers Ao

'could expenence percentage mcreases that are 70 percent hlgher than the system average The FEA'

34 customers could expenence rate mcreases

5. of as much as 20 percent dependmg on load factor '

: In 1ts post-heanng bnef AECC/Phelps Dodge proposes a comprormse that mcorporates':

7 elements of both rate desrgn proposals The compromlse would ﬁrst allocate the emergency amounts

.to be recovered to both Resxdentral customers and Non-Resrdentral customers as a whole on a cents-: fli

APST._f'lThen the emergency surcharge on Resrdentlal customers would

9 er-kWh basrs as proposed by

| '-‘. be determmed on a ﬂat cents-per-kWh basrs, and the emergency mcrease allocated to Non-'.f_f‘-"%_"_

11 'Resrdentral customers would be recovered through an. equal-percentage surcharge on all Non- [

Resrdentral customer base brlls as AECC/Phelps Dodge proposed Under thrs compromrse proposal 4o

.the Resrdentral customers would pay the same way as they would under the APS rate des1gn, and

--equal-percentage surcharge

: No __ 'Resrdentral customers would each pay

‘ There 1smer1tmb0thapproaches and m the ompromrseproposal, but because these are

f _:energy costs that are recovered through the PSA mechamsm,’ we}ﬁnd that 1t 1s appropnate to collect - ‘

mechamsm,.then perhaps we would be more mclmed to apply '

8 ‘_normally passed through an adJustor




1 :‘wrth short run solutrons 'to AP

MISCELLANEOUS ISSUES

'ShO“ld not be considered in thls proceedmg | “Although it s true that APS believes that the 90/10.? L
}shanng arrangement should not be apphed to unexpectedly large fuel and purchased power and that a.,’ .
.delay in resettmg the base rate cost of fuel in the general rate case should not work to the detnment of _:. R
APS those are matters that can be addressed m the general rate case and need not be addressed in: thls - -
T 'proceedmg For present purposes, 1t would be sufﬁcrent for the Commrssron to spemfy that any_
1nter1m rate mcrease approved by the Commrssron w111 preserve for the general rate case the issue. of =

: _whether and to what extent APS wrll be requlred to absorb 10% of that 1nternn rate mcrease when the.- ERae

Commrssron estabhshes a new base rate in the general rate case ? APS Post-Hearmg Bnef at p. 34

. _Smce we are not authonzmg an mtenm rate mcrease there is.no. reason to preserve tlns 1ssue for 1o
: ‘:resolutlon in the general rate case If APS also means by that language that the Comnnssxon may" -
g want to modrfy the Settlernent Agreement and Dec1s1on No 67744 m the general rate case to remove’.
; the 90/ 10 shanng of the 2006 costs we are clearly not “preservmg” any such 1ssue The Setuemem; B

Agreement and Declslon No 67744 are strll in effect and any prOPOSal to modlf}' the amount of costs:_ o

that APS rs allowed to recover is’ substantlve and entlrely drfferent from the procedural lssue of the"_-‘_ L

: tlrmng of collectron of authonzed costs

In 1ts Closmg Bnef Western Resource Advocates states that thls proceedmg rs concemed‘f T

2 ,be addressed m tlns proceedmg,'but should be addressed m APS’ pendrng permanent rate case and m_-_ .
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In 1ts Post-Heanng Bnef APS argues that any changes to the 90/ 10 shanng requlremem PR

fmancral s1tuat10n WRA beheves that long term solutrons cannot,_lf




rmprove 1ts cash ﬂow,

'to recover deferred fuel and purchased power costs should not be condrtroned on

‘expenses are not mcluded in the company s cost of scrvrces charged to APS customers

. speclally when the crcdrt ratmg agencres are focusmg on lts FFO/Debt ratro 15 Accordmgly, whrle -

| DOCKETNOE01345A060009

'drrectly or md;trectly, whether and to what extent APS should advertrse or sponsor local orgamzatrons e

"unrelated expcnses or be subject to further restnctlons on d1v1dends pard by APS APS notes that it E : _
proceedmg asserted that any of APS’ 'costs or expenses are excessrve or mappropnate APS’. L

.'w1tnesses tcstlﬁed that the expenses are small and most of the advertrsmg and sports sponsorshrp e

1mpacts on customers APS should also share that concern and take all steps necessary o reduce 1ts'; g

N cost o f serVICC whrch we wrll analyze in 1ts rate case However APS should also look for ways to

mapproprrate for the Comrmssxon to mvolvc 1tse1f 1n mtcrnal corporate governance by drctatmg,jf

w1th shareholder funds » APS Post-Heanng Bnef p 36 APS behevcs that mtenrn rate rehef solely"?-'- g
APS cuttmg» 1o

has already engaged m substantral ( ost' cuttmg as a matter of corjporate pohcy, and 10 party to the:_

In hght of thc growmg costs of fuel and purchased power, we are’ concemcd about the rate g

even lookmg at cxpenses that are borne by shareholdcrs and not ratepayers s




g .State of Anzona APS provrdes erther retarl or wholesale electrlc servrce to substantrally all of _

f { IBEW AWC WRA UES ACAA Alhance, chkenburg, AARP and the PowerGroup

26 'Pubhc comment was taken and testrrnony

':AECC helps Dodge and IBEW

. "Comrmssron ﬁnds, concludes and orders that

| ‘m the western Umted States '

'_ ,or 14 percent emergency mterlm rate 1ncrease 1n annual electrrc revenues and for an amendment to|

S DOCKETNOE°1345AO6OOO9 S

e Havrng con51dered the entrre record herern and bemg fully advrsed in the premlses the A

FINDINGS OF FACT

l APS 1s a publrc serv1ce corporatron pnnclpally engaged 1n furmshmg electrrclty m the '.__ FR

: 'Anzona wrth the maJor except1ons of the Tucson metropohtan area and about one-half of the.___‘ . L

: '.Phoemx metropohtan area APS also generates, sells and dehvers electrrcrty to wholesale customers:'. o o
- _2 On January 6, 2006 APS ﬁled wrth the Commrssron an apphcatron for a $299 mrlhon ‘. S
| ',Dec1sron No 67744 on an mtenm basrs, to remove the $776 2 mllhon cap on total retarl fuel and' IR .

purchased power costs recoverable m rates ln 1ts rebuttal testrmony filed on March 13 2006 the RS

_Company modrﬁed 1ts request to $232 rmlhon to reﬂect declmes in fuel pnces bctween November .

2005andtheendofFebruary2006 ot B R LT R |
_f3,. = Interventlon was granted to AECC FEA RUCO AUIA AzAg, Phelps Dodge,»_v.f.;. S

-and approxrmately 40 pubhc comment letters have been recerved by the Comnnssron s Docket‘."_-‘:; c

A. Theheanng vas held as scheduled on March 20, 21, 22, 23, 24,27, 28, and 29, 2006. |
presented by APS*’Staff . RUCO the Power Group,'v

on"' March 30; 2006, _AECC/Phelps Dodge

DECISION N, - 68655

. '_-Pubhc comment was heard at the commencement of the heanng on March 20 2006:_ -




; AUIA, Westem Resource A
. v 2. '2006 the Power Group ﬁled their. Post-Heanng Bnef
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Frled Exhrbrt No 8 (Supplement to AECC Exhrblt No 7) S T
B 9 On Apnl7 2006 2006 Staff ﬁled 1ts Closmg Bnef and lts late-ﬁled exh1b1tS 11 on‘ -

- _' Apnl 10 2006 RUCO ﬁled 1ts Post-Hearmg Bnef on Apnl 11 2006 APS AECC/Phelps D

dvocates, and the FEA ﬁled therr post-hearmg bnefs, and on Aprrl 123"_ e

o fﬁ_j_lO ln Decisron No 67744 (Apnl 8 /2005) the Cormmssron adopted the partles o

the Comrmssron demed APS’ apphcatlon 'j' i

9. :for a suroharge, accelerated the nnplementatlon of the";ad'ustor, and ordered 'ei-'partles to. ﬁle a':', F

2 downgraded APS’ debt BBB- v
LR APS’ borrowmg costs have mcreased approxrmately one mrlhon dollars as a result of 1 i

erm debt to ﬁnance essentla ':generatron, envn‘onmental control transmlssron and drstrlbutron;_




' automatrc upon apphcauon

.purchased power costs

‘agencres, and 1t Preserves the 90/ 10 sharmg requu'ement

1 order to reach a FFO/Debt ratro of 18 percent

remedy of mtenm emergency rates S

i DOCKETNO E01345A060009

1 to Justlfy the' rate rehef sought by APS but does beheve that concern over mountmg fuel and l '

‘ -purchased power deferrals 1s legmmate and sufﬁcrent to Justlfy some actlon m thxs proceedmg

"1'7{ "20..-; Staff recommended that the Comm1ssxon modlfy the PSA to allow for quarterly ‘

: surcharge requests

21. Staﬁ’s recommendatron balances ratepayer and Company mterests by allowmg the

23, RUCO does not beheve that an emergency exrsts and at the hearmg, RUCO testtﬁed' |

'm support of Staff’s proposal and reJected APS’ proposed modlﬁcatxons to make the surcharge"_-

j" 24 An rmportant factor m evaluatmg whether an emergcncy ex1sts is whether there 1s

: ‘some other form of rehef that Would address the asserted emergency be51des the extraordmary L

;25. APS’ """exrstmg rate - structure ;already has mcorporated one . exceptwn to. the“ e

_constrtutlonal farr value ﬁndmg requrrement m the form of the PSA mechamsm wtuch was_-

stabhshed to address the very “emergency’_’_ asserted by APS recovery of deferred fud andf»-?

G1ven the exrstence of the PS mechamsm and our abrhty to modrfy : 1t m thlS’;_

tunely recovery of costs and by usmg actual costs, 1t addresses the concerns of the credrt ratmg' U




3 known and mcurred

; f"DogKEt' NO. .Efiojl'szisgs;éozé;o'oosi[’ |

_vmodlﬁcatron to the PSA in the long run by a reductron m the amount of mterest accrumg on deferred: .
2 costs and thereby the amount that ratepayers w111 pay, by sendmg more tlrnely and accurate messages ; 3 .
3 to ratepayers as to the actual costs that are berng 1ncurred thereby allowmg them to. adjust thelr
v~ :consumptron, and by 1ncreasrng the l1kehhood that APS w111 remarn 1nvestment grade and thereby b_

+5| malntam the lower caprtal costs that current rates are based upon f: L 7j§ 5-. ":', ey :

tumng w111 n’v ‘ srgmﬁcantly reduce the mterest that accruesv nor wrll 1t grve a very tunely pnce srg,nal :

that costs have 1ncreased and are bemg mcurred

~":_J 31 Multlple pnce changes m a short penod of trme can be confusmg to ratepayers and-

: may not send the approprlate pnce sr gnals

o ; 32, The pnmary beneﬁt of Staft’s proposal is. that the costs are not recovered untrl they are

'.‘- ::»Under Staff’s surcharge proposal '»Staff's rev1ew of the surcharge apphcatron w111 not ¢

be a prudency review, bt w111 OnIY‘Veﬂfy calculatrons and msure that unplanned outage costs are'

o : Staﬂ"s proposal to allow penodrc surcharges to collect deferred costs has merlt but the :




L 12 requlrement

unplemented begrnmng May 1 2006

customer brll by $4 7 4

: ~those customers w111 not pay tlns mtenm PSA adjustor rate

R (1) 41 The 1mplementatlon of the 1nter1m PSA adJustor wrll reduce the amount of mterest the' R

L DOCKFT ’N’oﬂ 'é_i_’(’)‘iéétsAf,otsfoooQi SR
‘v"vAn,,mtenm PSA ad)ustor for 2006 costs usrng a bandwrdth of 7 rml should be ] "-»-__:1
'»-3}9 The mtenm PSA adjustor wrll mcrease the monthly medran resrdentral summerf_ p

customer blll by $5 73 the monthly average resrdentral summer customer bill by $7 33; the monthly -

'medran resrdentral wmter customer brll by $3 72 and the monthly average resrdentral wmter”;

,_;1‘ Pursuant to Decrslon No 67744 the PSA requrres that low—mcome customers on the‘_ L

'E-3 and E-4 low-mcome drscount rates do not pay erther the adJustor rate or any surcharges, ,and_ . SR

11 ratepayers wrll pay by approxrmately ﬁve mrllton dollars and wrll preserve the 90/10 sharmg' Ch

) 13 - h 42.': B APS should mclude a separate schedule for thrs 1nter1m PSA adJustor m 1ts monthly iR

B V'S :PSA ﬁlmgs and Staff should momtor on an ongomg basrs whether APS is correctly accountmg for C .'

15 Jthe recovery

43. The amounts collected through the mtenm PSA adjustor mcludmg any costs

assoclated WIth unplanned outages, Wlll remam subject to a prudency revrew at the approprlate fime. |

2 .‘PSA adJustor correctly, they should promptIy_ _notrfy the Commrssro

large and g wmg

In addmon, all unplanned Palo Verde outage costs for 2006 should undergo a prudence audzt by" ' :

ln the event that Staft or any party beheves that APS is. not rmplementrng the 1ntenm;-'-




iconsumptlon m response to pnce BT

” :_‘ "that w111 beneﬁt both the Utlhty and 1ts customers _:-;_ _} ; N e

£ .of -2006 costs that APS can recover

S DOCKET No-. EhiﬁjﬁsA{0f6;;0009‘f o

“The partres should also explore other ways to 1mplement a PSA and/or other tarxffs E

" that w111 glve more accurate feedback m pnclng terms so that customers ean modrfy therr energy & '

- '49

_._isales practlces w1th1n three years of the effectrve date of the Order Because of APS' drsappmntmg'_'

‘oﬂ'—system sales revenues, 1t 1s rmperatrve that sard revrew take place as paxt of the pendlng ' o

‘ practrces Wlth other electrlc1ty prov1ders in: the West The revrew should also mclude an analysrs of -_' e
Pmnacle West Caprtal Corporatron, 1ts afﬁhates and subsrdtanes wholesale energy sales, meludmg,.::
] -lbllt not hmrted to, how these wholesale transactrons unpacted 1f at all APS’ :oﬁ’-system sales'_"_

" revenues We expect the partres to fully explore ways of mcreasmg APS’ voff-system sales revenues

We re_] ect APS’ request to ehmmate the 90/ 10 sharmg and w111 not modlfy the amount nt "'-:_.{,, T

In Deersron No 67744 Staff was dlreeted to cornmence a reV1ew of APS’ off-system,”n'{-" |

permanent rate proceedmg The revrew should cornpare APS’ off- ystem sales revenues and' S




,‘ i 'achleve and mamtam reasonable stable rates

‘ "‘”?’:‘f';;_ _ 59

: focusmg on 1ts FF O/Debt ratlo

{ferPS’ long-term planmng should mclude ways to drversrfy 1ts resources in order o] -

In l1ght of the growmg costs of fuel and purchased power APS should take all.-.-

4 appropnate steps necessary to reduce its cost of servrce wlule mamtauung safe and rehable servrce

| 60.

v that are. bome by shareholders and not ratepayers, especrally when the credrt ratmg agencres are__ S

"»61

;payouts or drctatrng that certaln expenses be ehrmnated we do expect APS to manage 1ts operatrons_ oo
’ln such a manner (mcludmg 1ts generatron assets) that wuh the relref granted herem together w1th the'. _ SR

measures that APS 1tself adopts 1ts busrness proﬁle returns to 5 1ts FFO/Debt ratro contrnues to. -

'unprovc and 1ts eredrt ratmg remarns mvestment grade o : = :
: 62; Because the Commrssron 1s partlcularly concerned about the rate unpacts the growmg _

costs of fuel and purchased power w111 have on the low and ﬁxed-mcome customers who wrll be thc |-

;schedules for those customers who partrclpate m apphcable means-tested assrstance programs such as:._‘f' b‘ o :

LIHEAP Food Starnps, and Medlcard

; 'Caprtal Corporatron s cash posrtron and fmancral rattos, mcludmg therr projected cash ﬂows, unttl the-;::» R

’ '.p_ Li"dmg general rate proceedmg 1s resolved is reasonable_and should be adopted

APS should also look for ways to improve : 1ts cash ﬂow mcludrng looklng at expenscsr R -

Although we are not, at thls tlme unposmg further restnctrons on APS drvrdend B

hardest h1t by the mcrease m energy costs, we wrll requrre APS 1n 1ts pendrng perrnanent rate case to_ |

propose ways to 1mplement autornatrc enrollment m the E—3 and E-4 low-rncome drscount rate I

3 Staft’sh’recommendatron that APS file monthly rcports on APS’ and Prnnacle"West




1- revenues We therefore belreve thrs ﬁndrng is appropnate and in the publrc rnterest

: _' to end in 2006 and 2007 and the Company has stated that the majonty of 1ts 2006 advertlsements.- &

7 ~desrgned to sh1eld customers from possrble future rate mcreat,es We do not beheve the Commlssmn._'

10 : v_-ﬂow burden Thrs requrres the COInIIllSSlon to focus 1ts attentron on both APS’ expendrtures and '

isports sponsorshlps and""some of the_.'elated advertlsmg cannot be canceled wrthout mcurnngf' L

2 'cancellatron fees and mvrtrng potentral lrtrgatron However some of the sponsorshrps are scheduled SR

’ have not yet been placed We belreve that asa responsrble Company, APS would 1mmed1atel / begln ) =

' _elumnatmg sorne of these drscretlonary expenses The resulttng savrngs could be put to be*ter use fOl'j;r :.' -

'both shareholders and ratepayers 1f APS used the savmgs to estabhsh a Rate Stabrhzatron Fund L

: :}‘ ,‘,Should grattutously mject 1tself mto decrsrons relatmg to corporate management However, the;; L

'.crrcumstances of thrs case suggest APS and the Cornrmssron work eollaboratrvely to ease APS’ cash :




1 the 2006. purchased power and fuel costs durmg 2006 mstead of 200

: | _“cap” 'of: $776 2 rmlhon adopted m“D

compames to develop natural gas storage m Arrzona

‘subJect matter of the aPpllcatlon B

'f : the Company is takmg to develop such storage in Arrzona Natural gas storage w111 be beneﬁcral for
| . the Company partrcularly because the Company denves the majonty of 1ts power from purchased
o power or natural gas ﬁred plants Therefore we ﬁnd that APS should ﬁle w1th Docket Control by L
»fl December 31 2006 a report on the efforts that they are takmg, elther umlaterally or: w1th other .

o CONCLUSIONS OF LAW

o 1 Anzona Pubhc Servrce Company isa pubhe servrce corporatron w1thm the meamng of T

-'Artrcle XV of the Anzona Constrtutron and A R S §§ 40 203 204 221 250 251 and 361

-;-'.;,2 The Comm1ss1on has Junsdrctron over Anzona Pubhc Servrce Company and the

-;3.;: : Notlce of the apphcatlon was provrded in. accordance w1th the law _ :
v4A. _ Notrce was grven that the Commrssron would con31der thls matter pursuant to A R S §

40-252

- _' L 5. No emergency ex1ts to warrant the rmplementatlon of emergency mtenm rates

' B 6 The PSA mechamsm adopted m Declsmn No 67744 should be modrﬁed on an

.mtenm basrs pursuant"to A R S § 40-252 to allow for an, mtenm PSA adJustor to collect a portxon of :': o | |

f‘proceedmgv APS may contmue _to defer fuel and purchasedfpower costs m exeess of tha ¢ cap : . Ll

- DOCKET N0E01345Aosoo<>9

Sl 67 Durmg the hearmg questrons were posed to APS about natural gas storage and efforts R

o The pendmg general rat "proceedmg 1s the appropnate proceedrng to- address' the

_ s10n. No 67744 and untll the 1ssue lS resolved m that :




. ;:_;scs‘cm No; E*é’laii_sf;ér-oje}ob__.oé |

customers notlce of the mtenm PSA adJustor m 1ts next monthly bllhng, 1n a. form that 1s acceptable 4

o v-tO Staff _ _ . . TR
B IT IS FURTHER ORDERED that"-Anzona" Pubho Semce Company s;,{request for an-

E emergency mtenm rate mcrease 1s hereby demed '_ e

IT IS FURTHER ORDERED that all unplanned Palo Verde outage costs for 2006 should"'» -

IT IS FURTHER ORDERED that Anzona Pubhc Servrce Company shall modlfy its. monthly- 1o

2
3
4
o 5
R 6 undergo a prudence audlt by Staff
8 ,Power Supply AdJustor ﬁlmgs to mclude the separate mtenm PSA adJuStor S°h°dule had set forth’--_
: _ .

9 herem

ITTS FURTHER ORDERED t that Arizona Pubhc Serv1ce Company shall file monthly reports |

" on Anzona Pubhc Serv1ce Company $ and Pmnacle West Capttal Corporatlon s cash posmon and'.f__

12" ﬁnancral ratlos, mcludmg the1r pro;ected cash ﬂows, untll the pendmg general rate proceedmg 1sb’

o 'resolved

IT IS FURTHER ORDERED_ that the 1ssue of the nmelmess of recovery. of fuel and{ ﬁ{:_‘; }:'

sts and any permanent modrﬁcatxonsf-. s"f T

: _purchased power ‘Anzona Pubhc Servwe Company

19 jsystem sales revenues and practrces w1th other eleetnclty prov1ders m the West The revlew shall 1

pe ratlon, 1ts afﬁhates and SubSIdlal'leS .




e | _1LIHEAP Food Stamps and Medlcald ER
s FURTHER ORDERED that APS shall, in consultation wml.:;-Stafff hire an out51de'vj__

S ltem m thls docket the benchmarkmg study as prescnbed hereln

o .schedules for those customers who partlmpate in apphcable means-tested as51stance programs such as;’ L

:consultant to_ conduct a benchmarkmg study on thelr fuel costs and hedglng practlces Further, APS» 1

| _:‘DOCKET NO E 01345A-06 0009? e

'shall'jw rk w1th Staff to file w1thm 180 days of the effectlve date to thls dec1ston as a comphancef ) e

IT IS FURTHER ORDERED that APS sha.ll ﬁle w1th Docket Control, by December 31 2006 S

-8 '_a report on the efforts that 1t 1s takmg, exther umlaterally or w1th other compames, to develop natural .

49 )_gas storage in Anzona




DOCKETNOE01345A060009 o
“ IT IS FURTHER ORDERED that Anzona Pubhc Serv1ce Company may centiﬁiie Ic "vd‘efer

sts in- excess of the $776 2 mﬂllori “cap” referenced in Decxslon No :

L 677 4 4 until the issue has been further exammed in Docket No E 01345A 05-0816

IT IS FURTHER ORDERED that thls
_ BY ORDER OF THE ARIZONA CORPORATION COMMISSION

2 fuel and purchased power 00

Dec1s1on shaII become effectwe unmedlately

— COMMISSONER |

:_'IN WITNESS-WI—IEREOF I BRIAN C McNEIL Executwe’-- R
~‘Director . of ‘the  Arizona | Corporatlon ‘Commission, - have | "
hereunto . set: my: hand ‘and' caused .the official: seal of the |~
_-Commission to be affixed at theOCaplt' 1 ,-m the Clty of Phoemx,. T

' ' 2006 & .
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REBUTTAL TESTIMONY OF PETER M. EWEN
ON BEHALF OF ARIZONA PUBLIC SERVICE COMPANY

2 (Docket No. E-01345A-06-0009)

3

41 L INTRODUCTION

5| Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

61 A My name is Peter M. Ewen. My business address is 400 N. 5™ Street, Phoenix,

7 Arizona, 85004.

z Q. llgllllz)é%lll)ﬂl\)llél'?VIOUSLY SUBMIT DIRECT TESTIMONY IN THIS
10| A Yes.
11 |

Q. IS YOUR EDUCATIONAL AND PROFESSIONAL BACKGROUND SET
FORTH IN THAT DIRECT TESTIMONY?

Yes.

O —
w N
>

oy
N

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY?
o A. 1 discuss the impact of the change in market prices for gas and power on fuel
te expenses’ since Arizona Public Service Company (“APS” or “Company™) filed
o its emergency application using forward prices from November 30, 2005. I also
18 discuss the impact on the ‘Company’s uncollected fuel balance of the power
19 supply adjustment (“PSA”) surcharge proposal offered by Utilities Division
20 Staff (“Staff”) and of the proposal by Arizonans for Electric Choice and
z; Competition (“AECC”), and the impacts from the Company’s suggested
| _

23

24

25 ! “Fuel expenses” is used in this testimony to mean fuel and purchased power expenses.

\9]
(o)
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modifications to those proposals. Other APS witnesses discuss other aspects of

these proposals.

PLEASE SUMMARIZE YOUR TESTIMONY.

Market prices for gas and purchased power have declined, at least temporarily,
since the Company filed its emergency application with estimates of its 2006
fuel expenses using November 30, 2005 forward prices. Indeed, those prices had
declined by almost one-third through February 28, 2006 for the coming 12
months. The net reduction in APS retail projected fuel costs from these price
changes amounts to $39 million vbe_:cause only- the unhedged portion of the
Company’s fuel costs is affected by such price movements. Moreover, even with
such dramatic price declines, the Company’s gas and power hedges for the next
12 months still are about $10 million below market prices. Using the normalized
and adjusted test year levels, the Company’s fuel-related expense in our general

rate case would decline by $67 million assuming the February 28, 2006 prices

- hold.

The Staff and AECC witnesses have proposed implementing alternative
surcharge adjustments to help address APS’s under-collection of fuel expenses.
With the modifications proposed by the Company and discussed by APS witness
Steve Wheeler, the Staff proposal does provide additional fuel expense recovery
in 2006 but falls far short of the Company’s interim rates request and will still
leave a signiﬁcant uncollected balance estimated to be approximately $241

million by year-end 2006.

GAS PRICE DECLINES REDUCE FUEL COSTS

HAS THE COMPANY RECALCULATED ITS FUEL EXPENSES BASED
ON MORE CURRENT FUEL AND PURCHASED POWER PRICES?
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Yes. The Company re-estimated its fuel expenses using February 28, 2006
forward prices for March 2006 through February 2007. Forward prices for
natural gas and on-peak power for those months were approximately 33% lower
on February 28, 2006 than they were on November 30, 2005. At $60/MWh for
on-peak power at Palo Verde and $7.13/mmbtu for natural gas delivered at the
Company’s in-valley gas plants, these prices are now close to the level they were
in March 2005. As Staff witness William Gehlen noted in his testimony, the
Company is 85% hedged on its gas and power réquirements in this time frame.
The Company expects to procure about 8,5 00 GWh of energy to serve our native
load customers over the next 12 months through our own gas generation or from
wholesale market purchases, and the price for over 7,000 GWh of this energy is’
already locked in. Thus, the impact on the Company’s fuel expense is primarily
due to the lower fuel prices on the unhedged 15%. In addition, the lower fuel
and purchased power prices means that the Company’s off-system sales decline
by about $5 million. These two factors result in a net reduction to the
Company’s retail fuel expenses over the next 12 months of about $39 million.

\AVI}EESEUP%%%%»THAT THESE FUEL EXPENSE REDUCTIONS
No, not at all. The amounts I have described are merely a snapshot of expected
costs at a point in time. While I do not expect prices to move dramatically one
way or another, I cannot predict what they will_ do. In fact, prices already have
moved higher since I prepared these estimates. Furthermore, forward prices for

2007 are higher than those for 2006.

WHAT IS THE IMPACT FROM THESE PRICE CHANGES ON THE

- COMPANY’S REQUEST?
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The change to the Company’s request is $67 million.- The standard pro forma
adjustment that is made to fuel expenses includes several normalizing
adjustments, including those for planned maintenance at the Company’s power
plants, year-end customer and corresponding sales annualizations, and known
and measurable changes in supply contracts. Although the Company is hedged
at 85% for its anticipated gas and power needs in 2006, the hedged quantities are
a lower share of the total in the standard pro forma adjustment. Therefore, the
price declines have had a more material impact on the overall request than the
Company will see in actual costs.

YOU MENTION THE COMPANY’S CURRENT HEDGE. POSITION.
HOW DO THOSE HEDGE POSITIONS COMPARE TO CURRENT
MARKET PRICES?

Even with the lower market prices, the Company’s hedges are at prices lower
than market by about $10 million. Thus, the reduction in market prices does not
have any impact on about 85% of the Company’s fuel expense because the
Company locked in lower prices over the last two years. :

IS THE COMPANY’S PROJECTED FUEL EXPENSE IMPACTED BY
THE UNPLANNED OUTAGES AT THE PALO VERDE NUCLEAR
GENERATING STATION?

No. Instead, the amounts I discuss above assume normal operations for the Palo
Verde Nuclear Generating Station (“Palo Verde”) and the Company’s other
baseload plants for both the next 12 months’ fuel expense prOJectlons and the
standard pro forma expense calculation.

STAFF _AND INTERVENO {v PROPOSALS LEAVE LARGE FUEL
EXPENSE UNDER-COLLECTED BALANCES IN 2006
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HAVE YOU CALCULATED THE IMPACT ON THE COMPANY FROM
THE VARIOUS PROPOSALS BY STAFF AND ARIZONANS FOR

ELECTRIC CHOICE AND COMPETITION? | :
Yes. The following table summarizes the impact each of the proposals would
have on the Company’s under-collected fuel expense balance at the end of 2006

and the amount of recovery that occurs in 2006:

2006 Year-End 2006 Additional
Proposal Balance (8 millions)  Revenue (§ millions)
ACC Staff $ 255 $ 57
AECC $§ 174 $ 137
Staff Modified by APS $ 241 $ 71
AECC and Staff Modified $ 167 $ 144
$ 113 $ 21

APS Emergency Request

In order to provide an estimate of the impact of the Staff’s proposal, I assumed
that Staff provided a positive recommendation to the Commission within 30
days of the Company’s quarterly filing and that such recommcndafion was
implemented within the following 30 days. If those assumptions are correct, the
Company would experience an increase in cash flow in 2006 of $57 million. The
modifications to Staff’s proposal described in. Mr. Wheeler’s testimony would
provide an additional $I4‘ million of fuel expense recovery relative to the Staff
proposal. The AECC proposal described by Mr. Higgins provides $137 million
of fuel expense récovery in 2006 and includes the first step of the Company’s
February 3, 2006 surcharge request plus $126 million. Combining AECC’s
proposal with the Company’s proposed modifications of Staff’s proposal .as
described in Mr. Wheeler’s testimony provides an additional $7 million of fuel
expense recovery relative to the AECC proposal. The Company’s emergency

request provides the greatest recovery of fuel expenses. In both the revenue

recovery I describe here and the uncollected fuel expense balance I describe
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below, I have assumed for all of the proposals that the Commission approvves
both steps of the Company’s February 3, 2006 surcharge application, although
the second step does not yield any additional revenue in the AECC proposal.
DOES THE COMPANY STILL HAVE A LARGE UNDER-COLLECTED
FUEL EXPENSE BALANCE AT THE END OF 2006 UNDER ANY OF
THESE PROPOSALS?

Yes. Setting aside the unrecovered balance in the 2006 Annual Adjustor Account
(which will be approximately $12 million at 2006 year-end), the Company’s
emergency request manages to reduce the undercollection of fuel expenses to
$113 million at the end of 2006. The balances in each of the other proposals are
significantly larger, ranging from $167 million under the combination of the
AECC proposal and the Company’s modified Staff proposal to $255 million
under the Staff proposal. These uncollected balances include the amounts
remaining in the Surcharge Accounts at the end of 2006. That is, in both the
Staff proposal and the APS modification to the Staff proposal, significant
amounts of unrécovered fuel expenses will have been moved to the Surcharge
Account and a relatively small balance will remain unaddressed in the Annual
Tracking Account. The important point, though, is that the recovery under these
two proposals begins very late in the year and provides much less help with the
Company’s 2006 financial condition. APS witnesses Steve Wheeler and Don
Brandt discuss the impact of these récovery impacts’ on the Company’s
financials. |

DOES THIS CONCLUDE YOUR PREFILED REBUTTAL TESTIMONY
IN THIS PROCEEDING?

Yes.
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: Jeff Hatch-Miller, Corm'russmner
18 - Mike Gleason, Commissioner =
19 ' A » Kistin K. Mayes, Commissioner v
APPEARANCES: - .. Mr. Thomas L. Mumaw and Ms. Kanlee S, Ramaley,
20, ‘ . " PINNACLE WEST CAPITAL CORPORATION; Mr.
: Jeffrey B. Guldner and Ms. Kimberly Grouse, SNELL -
21 & WILMER, LLP. on behalf of Arizona Public
- Service Company, . A
: Mr. C. Webb Crockett FENNEMORE CRAIG P.C,on | '
231 behalf of AECC and Phelps Dodge, 1
24 Mr, Patrick J. Black, FENNEMORE CRAIG P.C., on
~~25 behalf of Panda Gila River; ‘
Mr. S. David Childers, LOW & CHILDERS, P.C., Mr.
25 ~ James M. Van Nostrand, and Ms. Katherine McDowell
, ' " STOEL RIVES, L.LP, on behalf of Arizona
- 27, Competitive Power Alliance
( B Mr. Lawrence V. Robertson, Jr, MUNGER
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CHADWICK, on behalf of Southwestern Power Group
11, Mesquite Power, and Bowie Power Station, LLC, and
Mr. Theodore Roberts, SEMPRA ENERGY
RESOURCES, on behalf of Mesquite Power;

“Mr. Scott S- Wakefield, Chief Courisel, and MrDameI

Pozefsky, on behalf of the Residential Utlhty Consumer
Office; -

Mr. Walter W. Meek, President, on behalf of the |

* Arizona Utility Investors Association;

Mr. Raymond S. Heyman, Ms. Laura E. Schoelcf and
Ms. Laura Sixkiller, ROSHKA, HEYMAN &
DeWULF, on behalf of UmSource Energy Services;

" Major Allen "G. Encks_on on. behalf of the Federal

Executive Agencies;

" Mr. Jay . Moyes, MOYES STOREY on behalf of PPL
, Sundancc and PPL Southwest Generanon Holdmgs '

Mr. Nicolas J. Enoch LUBIN & ENOCH, on behalf of

the Intemanonal Brotherhood of Electrlcal Workers

Mr. William P, Sullivan and Mr. Mlchael A, Curtxs,
MARTINEZ & CURTIS, P.C:, on behalf of the Town of
chkenburg, Anzona, , .

Mr. Bill Murphy, MURPHY CONSULTING and Mr.

- Douglas V. Fant, LAW OFFICES OF DOUGLAS V.

FANT, on behalf of. the Anzona Cogeneratlon
Assomatwn, _

Mr. Marvm S. Cohen, SACKS TIERNEY P.A., on
behalf of Constellatlon NewEnergy and Strateglc
Energy;

Mr. Andrew W Bettwy and Ms. Karen S. Haller, on |
behalf of Southwest Gas Corporation; - :

Mr.” Timothy- M, Hogan, ARIZONA CENTER FOR
LAW IN THE PUBLIC INTEREST, and Ms. Anne C.
Ronan, on behalf of Western Resources Advocates and
Southwest Energy Efficiency Project;

Mr. Jesse A. Dillon, on behalf of PPL Services
Corporation;

Mr. Brian Babiars and Ms. Cynthia Zwick, WESTERN ,
ARIZONA COUNCIL OF GOVERNMENTS on behalf -
of Arizona Community Action Association, ,

Mr. Paul R. Michaud, MICHAUD LAW FIRM on
behalf of Dome Valley Energy Partners, LLC
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Mr. Michael L. Kurtz, BOEHM, KURTZ & LOWRY
on behalf of Kroger Company, ‘

—

Mr. Christopher Kempley, Chief Counsel Mr. Jason D.
Gellman and Ms. Janet- F. Wagner, Attomeys Legal
Division, on behalf of the Utilities -Division of the
Arizona Corporation Commxssmn
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BY THE COMMISSION: |
| | LDISCUSSION
On June 27, 2003, Anzona Public Service Company (“APS” er “Company”) ﬁled with the |
Arizona Corporauon Comm15510n (‘Comlmssron ) an apphcatron for a rate increase and for approval .
of a purchased power contract.. The application states that the $175.1 million rate increase is needed
to mainte.in' the Company’s credit r.atin'gs and attract new capital on reas'or_léble terms, recover its cest 1
of serviee,' and permit APS to cam 2 fair rare of return or_r the fair value of its assets devoted to public |

service. The applicatien reques'ied that the Cemrnission‘ recognize the higher fuel and purchased

'power expenses being mcurred by the ‘Company; a!low APS to include in rates at cost of servrce
: certam generatmn assets of Pmnacle West Energy Corporatron (“PWEC") permit APS to recover the

: “-' $234 mxlhon wnte-oﬁ" taken under the 1999 Settlement Agreement and provrde for the recovery of

all prudently mcurred costs to comply w1th the Comnnsston s Retarl Electnc Competxtxen Rules
A. A C. R14-2—1601 et seq. (“Electnc Competltron Rules ), mcludmg the one-third of costs‘
assocrated with the. planned divestiture of generatron from APS to PWEC that was not prevrously _

deferred APS also requested approval of deprecratlon and amortrzauon rates and a revxew of its

_long-tezm purchased power contract with PWEC if the assets’ are not rate based. . _

' OnJuly 25, 2003, the Utilities Division Staff (“Staff”) of rhe Commission filed a lefter stating

K that the apphcatron was found sufﬁcxent and classified the applicant as a Class A utzhty

By Procedural Order issued August 6, 2003 a Procedural. Conference was scheduled for
August 13, 2003, and intervention was granted to the Anzenans for Electric Choice and Competition
(“_AECC“), the Federal Executive A-Qeneies (“FEA”), the Kroger Cempany (“K_.rOger*’),v the
Residential Utility Consun_rer Office (“RUCO"), the Arizona Utility Inyesters Association, Inc.,
(“AUIA”)' and Phelps Dodge C_orpOration and Phelps Dodge Mining Company (“Phelps Dodge™). |

By various Procedural Orders, intervention was. granted to: - the Intemational Brotherhood of

| Blectrical Workers, AFL-CIO, CLC, Local Unions 387, 640 and 769 (collectively, “IBEW™), the

Arizona Cogeneration Association_/Distributed Generation Associ_ation of Arizona (“ACA” or
“DEAA”), Panda Gila River, L.P. (“Panda”), Arizona(IWéter Company (“AWC”), Southwest Gas
Corporation (“SWG”), Western Resource Advocates (“WRA”), Constellation NewEnergy, Inc.

67744
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(“CNE™), Strategic Energy, L.L.C. (“SEL™), Dome Valley Energy Partners, LLC (“DVEP”),
UniSource Energy Services (“UES”), Arizona Community Action Association (“ACAA”), A*ri'zona

'Competitive Power Alliance (“Alliance”), the Town of Wickenburg (“Wickenburg”)!, the Arizona

Sol# Enecrgy Industries Association (“AriSEIA”), the Arizona Association of Retired Persons. |
(“AARP"), Southwest Energy Efficiency Project (‘SWEEP"), PPL Sundance, LLC (“PPL
Sundance”™), PPL Southwest Generation Holdings, LLC (“PPL Sbuthwest”); Southwestern Power
Group II, L1C (“SWPG”), Mesquite Power, LLC ‘(“Mesquite”) and Bowie Power ~Siation, LLC ‘
(“Bowie”). - | ‘ - o

.On November 5, 2003, Staff filed a Motion to Consolidate (“Motxon“) the prehmmary mquzry
created by Decxsxon No. 65796 and by Procedural Order the Motion was granted, authonzmg Staff to'

| include its report in this docket

IL PRE-SETTLEMENT POSITIONS OF PARTIES

APS ~ Smff . RUCO  Settlement 'Agrec_:ment
" Revenue requirement SISIM  SM2TM S536M  +§755M | |
‘Retumon Bquity 11, 5% 0.0% Cos%  1025%
Debtcost . 58% 5.8% 58% 5.8%
Capital Structure  50/50 - ss/45 55145 5545
Cost of Capital 8.67 % 7.3%‘ 7.43% | 7.8%
PWECassets  $848M . oz $700 M

. HI. SETTLEMENT AGREEMENT '
a. Introduction | o

On August 18, 2004, a Séttlement Agreement signed by 22 parti¢s3_ was docketed with the
Commissioh. AWC, SWG;, and UES do nét oppose the Settlement Agfeement, and the AARP made
public comment supporting it. The only party opposed to the Cominission’s adoption of the

Settlement Agreement that presented testimony and evidence is the Arnzona Cogeneration

'On August 18, 2004, Wickenburg moved to withdraw its intervention.

% Phase 1.
* APS, ACAA, Alliance, AECC AdSEIA, AUIA, Bowie, CNE, DVEP, FEA, IBEW Kroger Mesquite, Phelps Dodgc
PPL Southwest PPL Sundance, RUCO, SWEEP, SWPG, Staff, SEL, and WRA. ,

6 DECISION NO, 67744
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Association/Distributed Generation Association of Arizona.*

—

APS’ central objectives in settling were to preserve the company’s financial integrity;” resolve
the issue of asset “bifurcation”' and to determine the company’s future pubh’c service obh'gations

Staff beheves that the Settlement Agreement is in the public mterest because: it is falr to
ratepayers ‘because 1t precludes mappropnate ut:hty proﬁts and results in just and reasonable rates; it
is fair to the utility because it provxdcs revenues necessary to prov1de rehable electnc service along
with an opportunity for a reasonable profit; the proposal balances many' diverse 1ntorcsts including -

those of low-income customers, the renewable enérgy sector, Demand Side Mahagement (“DSM")

\ooo\icx(n-pwm

advocates, merchant generators, and retail energy marketers; it allows APS to rate base the PWEC

—
<

assets, which are the generating p_larits originally 'buiit by APS’ affiliate, PWEC, 'e‘z't".a value that is |-

—t
-

| significantly below 'their*book value; potentially anti-competitivc effects t'hat-'iﬁa.y be éssooiéted with |

—
N

'rate basmg the PWEC assets are addresscd through a sclf-buﬂd moratonum a competmve

—
w

sohc1tatlon in 2005 through workshops to address futuxe resource planmng and acqmsmon issues,

E-N

and by adoptmg cost-_based unbundhng for generation and revenue cycle services in the rate demgn :

for general service customers, encouraging those customers to shop for competitive services; the

-
[}

Settlement Agreement resolves long, complex litigation by resolving issues associated with prior

p—
~

Commission decisions that are on -appeal; the Settlement- Agreement .f,ac,:ilitat"es‘ the provision of

o~
o0

electric service at the Jowest reasonable rates; it providéé additional discounts to low-income APS

ot
el

customers, increases funding for advertising these discounts, and increases funding for APS® low-

)
o.

income weatherization program; and because it includes a comprehensive DSM proposal intended to |

[
—

foster the development of new DSM programs  while ensuring that the expenditures will be

|\
[\,

reasonable and subject to appropnate Commission oversxght

e e o ot o i i o s i s =
[y
19,

N
W

RUCO noted that - this rate case allowed sufficient opportunity for it to fully audit the

N
s -

Company’s cost-of-servme study and allowed all parties to be included in the negotiations. RUCO

N
W

"{ points to the very substantial, nearly universal consensus reached in the Seftlement Agreement as

)
O\ .

44 New Hafquahala Gcncréting Company, LLC and Panda made statements objecting to the rate basing of the PWEC
agsets.

5 Deﬁned as the ability to attract capital on reasonable terms and earn a reasonable return. Tr. p. 420. _

¢ Summary of settlement testimony of Ermest Johnson. . —
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indicating thet the public interest has been served. According to RUCO, the “ultimate expression of
the agreement having met the Public Interest is the degree to which rate increases have been
minimized without jeopardizing the financial integrity of the applicant.™

The Alliance’s central objective is to continue towards a viatﬂe and effective wholesale

market into which Alliance members can sell their power. According to the Alliance, there are

several key provisions in the Settlement Agreement that accomplish that goalz. the restrictions on i

self-build coupled with the high growth rate in APS’ service territory; and the 1,000 megawatt _
Request for ‘Proposal (“RFP”) m 2005. The Settlemertt Agreernent also preserves}_ttxe financial
stability and creditworthiness of the Alliance’s target customer — APS 3 o
b. Revenue Reguirements _ -

For 'ratemaking purposes and for purposes of the Settlerrrent Agreerrrent the parties vagree‘that
APS will receive a total increase of $75.5 million over its adjusted 2002 test year (¢ "I‘ ™ revenee of
$1 791,584,000. This represents an increase in base rates of $67.6 million and a Competltlon Rules ,
Comphance Charge (“CRCC”) surcharge collecting $7.9 million.. Pursuant to the Settlement |
Agreement filed on August 18, 2004, as corrected in the hearing, the Company’s fair 'value rate base V
(“FVRB™) is $5,054,426,000.° Accordmg to the Settlement Agreement this revenue mcrease will
allow the Company the opportunity to earn a fair value rate of return of 5. 92 percent. According to
the Company and Staff, the revenue requirement contained 1n the Settlement Agreement provides
sufficient revenues for APS to provide adequate and rehable servzce 4

C. PWEC Asset Treatment

The .Settlement Agreement provides that APS will acquire ‘and rate base generation units
owned by PWEC." Those units include: West Phoenix CC-4; West Phoenix CC-5; Saguaro CT-Z;
Redhawk CC-1;.and Redhawk CC-2 (“PWEC assets”). Pursuant to the Se_ttlem.ent Agreement, the

7 Summary of settlement testimony of Stephen Ahearn.

1. p. 458.

® Paragraph 4 to the Settlement Agreement states the FVRB is $6, 281, 835, OOO however, during the heanng, that amount
was corrected t0.$5,054,426,000. Tr. p. 692.

T, p. 810.

1 On.November 10, 2004, PWEC filed a letter with the Commission indicating that it would abide by the provisians of
the Settlement Agreement that require PWEC to take or refrain from taking any action in order to cany out the intent of
the Settlement Agreement. . —
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originel cost rate base (“OCRB”) of the PWEC assets will be $700 million which is $148 million"less |
than the original cost of the assets as of December 31, 2004.. According to the Settlement Agreement,
this represents a reasonable estimate of the value of the femaining term of the Track B contract |.
between APS and PWEC." APS agrees to forgo any present or future claims of stranded costs

assocxated with these PWEC assets Accordmg to the Settlement Agreement, APS is requlred to seek "

approval of ce_r-tam aspects of the asset transfer from the Federal Enex_-gy Regulatory Commission | . -

(“FERC”)‘ APS agreed to file a request for FERC-ép’proVal within 30 days of the Commission’s

approval of the Settlement Agreement, and the partles have agreed not to oppose the FERC o

application. The Settlement Ag;:eement provides for a brxdgc purchased power agreement (“Brldge _

'PPA”) to be unplemented once new rates are put in place, unt:l the actual date of the transfer of |

assets APS and PWEC wﬂl execute a cost-based PPA whxch wxll be based on the value of the -

PWEC assets, and fuel costs and off—system sales revenue wﬂl flow into the power supply ad;ustor '

k( ‘PSA”) If FERC denies the asset transfer, then the Bndge PPA will become a 30 year PPA with |

| prices reﬂectmg cost-of-semce as if the PWEC assets were rate-based at'the $700 mllhon amount in

the Settlement Agreement and w1th the- assocmted fuel costs and off-system sales revenue flowing |
through the PSA The basis pomt credit established in De01510n No. 65796 will contmue as long as
the debt between APS and PWEC assoczated w1th the PWEC. assets is outstandmg Credit for |
amounts deferred after December 31, 2004 will be accounted for in 'APS’ next rate case. The
Settlement Agreement also prowdes that West P_hoemX; CC-4 and West Phoenix ,CC-5 will be
deemed “local genei'atiOn” and during must-'run-vconditions,"generetion, from the West Phoenix
facilities will be available et FERC-apprcved ccst-of-serv.ice prices to electric service providers

(“ESPs") serving direct access loads in the Phoenix load pocket.

Treatment of the PWEC assets requires'netonly a regttlatory ratemaking type analysis, but -

also an analysis of how rate basing these assets fits with the Commission’s overall plan for wholesale

[ and retail electnc competition in Arizona.-

For the last ten years, the Commission has studled dlscussed and dehberated about electric

'* Docket Nos. E-00000A-02-0051 et al.
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competition through workshops, rulemakings, hearings, and open meetings. Several versions of
electric competition rules have been adopted, and litigation concerning Commission decisions has

been conducted.  Throughout this time, the Commission has always maintained its lntent to

encourage- compet1t10n in the electnc industry. "In the wake of the California energy cnsrs the

Commission opened dockets to examine changing industry and market conditions and 1ntr0spect1vely

analyzed their impact on Arizona’s existing rules. The Commission reacted in a measured manner to |

flawed rules in other jurisdictions and corrected, but did not change, its course.

The Commission continues to support competition as yielding economic and environmental

benefits to Arizona consumers. The $148,000,000 discount from book for the rate-based PWEC
asseté is indicative of these benefits. Recent transactions reﬂected in the record, including below-cost

sales, foreclosures and Banln'uptcies,'establish that the shareholders of the power plants’ builders

‘absorbe'd the costs and' bore the brunt of a- declining market, rather than vArizona r'atepayers The

dxscounted conveyance of the PWEC assets to APS is further support for this proposmon APS’
request a.nd the Settlement Agreement’s provision allowing APS to acqurre thc PWEC assets and put

them in rate base ralses the issue of whether such action would underrmne the Comm1ssron s stated

mtent to encourage retail and wholesale competition. The terms of the Settlement Agreement taken |

as a whole indicate to us that the answer to that questlon is “no”.

Dunng the hearing on the Settlement Agreement the partres presented evidence

demonstrating that the PWEC- acquisition was the most beneficial option for ratepayers Staff »

'testrﬁed that the responses to APS’ last formal RFP did not indicate to Staff that the market would

provide a superior alternative to the rate_ basing of the PWEC assets. The testimony indicates that
growth in APS’ service territory is a minimum of 3 percent per year. APS argued that even with rate
basing the PWEC assets, APS’ needs would not be met, and it would have to procure additional
power to meet the needs of its customers. The Settlement Agreement provides that APS will issue an
RFP for an additional 1000 megawatts, thereby giving other market participants an opportunity to
compete. The organization created to represent the interests of the merchant co_mmunity,'. the

Alliance, supports the transfer of assets, because it believes that resolving the broader issues of

overall market structure, the self-build guidelines and future RFPs, together with the reduction in |

67744
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litigation risk will further its overall goal of promoting a viable and effective wholesale market. The |
key provision that the Alliance reﬁes onis the l,OOO megawatt RFP in 2005 that provides a degree of
certainty regarding the timing of an initial increment of APS’ future needs to be met from the
wholesale market. Also, the Alliance believes that opportunities will exist for its members because of

the self-build: limitation and the high growth rate in Arizolte. The proponents of retai) compe_titioh

also support the asset transfer; in large part because APS agrees to forgo any present or future claims |-

of stranded costs assocxated with the PWEC assets, because rates are unbundled and because of the u

vtreatment of the West Phoenix fac1lmes

We believe: that nothing in the Settlement Agreement prevents the continued development of
electric competxtxon Any potennal anti-competitive effects of the asset transfer will be addressed
through the competmve sohc1tatlons the self bmld moratonum, and Staff’s workshOps to address
future resource planmng and acqulsmon issues. As dlscussed below the evidence xndxcates that the
asset transfer captures the beneﬁt of the competltlve procurement that took place as a result of the
Track B proceedmg ) - o o :

The ongmal cost of the PWEC assets at December 31 2004 was $848 mxlhon Tradltxonally, .

when a uuhty builds plant, unless there isa finding of lmprudency, that port1on of the plant that is

used and useful is put mto rate base and the ut111ty is allowed an opportumty to earn a reasonable rate |

of return on that investment. This s1tuat10n is dxfferent from the traditional rate case. APS did not
buxld the PWEC assets; they. were built by APS’ aﬁihate dunng a tune when the Commxss;on
intended- APS to d1vest itself of generatlon Durmg the proceedmg on APS’ fmancmg application,

concern was raised that APS and its affiliates. took actions that' gave it an unfair advantage as

compared to its potential competitors. In Decisio_tx No. 65796, Wtﬁchgranted APS’ financing request,

A we difeeted Staff to cotlduc_t a preliminary inquiry into the issue of APS and its affiliate’s compliance -

with our electric competition rules, Decision No. 61973, ‘and- applicable law. The Settlement |

Agreement provides that the preliminary inquiry will be concluded with no further action by the |

* Neither APS nor PWEC will build the Redhawk Units 3 & 4. PWEC’s February 2003 self-certification filing with the
Commission stated that the two remaining units pursuant to its Certificate of Environmental Compatibility (*CEC")
would not be built. Tr. pp. 594-5. .

‘1 DpecisioNno 87744
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Commission. Accordingly, we make no finding as to why or for whom the PWEC assets were built,
and base our resolution of the rate basing issue solely on the merits of the terms of acquisition. We
believe that if there were a serious threat to competition, we would hear from thos_e affected, loudly
and strongly. Therefore, we were keenly interested in the position‘ of the members of the Alliance, as
they are one type of entity that could be harmed. The Alliance supports the acquisition of the PWEC
assets by APS. Every person or entity that will be affected by the rate basing of the PWEC »assetshad |
the opportunity to participate and present evidence and testimony on this issue. Al‘th_oug‘h‘ two -

independent power producers made ‘comments objecting 1o the acquisition without an RFP, neither

’presented any evidence that demonstrated that competition would. be harmed, nor rebutted the

testtmony and evidence concerning APS’ recent RFP.
Initially Staff recommended that the PWEC assets not be rate based buit after analyzmg the |
Company's rebuttal testimony and ewdence, agreed that a reductlon of $148 mllhon in ongmal cost
rate base made the acqms1t10n beneficial to ratepayers The evidence in the record is substant1a1 that "
APS’ analy51s of other options versus rate basmg PWEC assets showed that: usmg an “other build” |
analysis, rate basmg the PWEC assets wou_ld cost $300-600 million less than cost to build other

plants such as Combustion Turbines (“CT”); using a comparable sales analysis showed that other

recent sales had a per kW cost in excess of $527 and the PWEC assets are at $417; when _corhp‘ared to

the offers resulting from the recent RFP conducted by APS, the PWEC assets '(when‘ valued at the-
before discount $848 million level) showed benefits of $600 900 million; and usmg a dlscountedﬁ
cash flow analysxs the PWEC assets had a savings of $250 million to $1 billion. }

As part of the settlement, APS agreed to reflect an ongmal cost rate base vah:e of $700
million, represetlting a $148 million’disallowance. The effect of a reduction in rate base is to
irrtmediately reduce the revenue‘requirement, and to preserve that diminished revenue requirement
for the life of the plant. | ‘ }

- The analyses showing that the rate basing of the PWEC assets will result in lower rates than
other options, together with no showing that such an aequisition would harm the development of 2
competitive wholesale or Vr’etail market indicate that it is Teasonable and in the [t.ublic interest for APS. |

to acquire and rate base the PWEC assets as set forth in the Settlement Agreement. .

67744
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d. Cest of Capital . »

.' Tlle Settlement Agreement adopts a capital structure of 55 pe‘rcent loné-term debt and 45
percent equity for ratemaking purposes.” The parties agree that a 10.25 percent return on common
equityvand a 5.8 percent embedded cost of long-term debt is appropriate. o

e. . Power Supp. Iy Adiustr (PSA) | ’

| The Settlement Agreement prov1des that a PSA be unplemented and remain in effect for a
nummum of ﬁve years,’ w1th reviews avallable dunng APS’ next rate case, or upon APS’ ﬁhng its
report on the PSA four years after. rates are 1mplemented in tlus rate . case. Regardless of the
rewew/report the PSA- cannot be abolxshed untll five years have expxred The Settlement Agreement

provides that APS wﬂl file a plan of administration as part of its tariff filing that descnbes how the

{PSA will operate. According to' the Settlement ‘Agreemerl‘;, the PSA will have “the following

charactenstxcs

‘» .'Includes both fuel and purchased power; . ,
' '_- ‘The adjustor rate will initially be set at zero and wﬂl thereaﬁer be reset on Apnl 1 of each | "
’ year, begmmng with' April 1, 2006 APS will submlt a pubhcly avallable report on March 1

| showing the ealculatlon of the new rate, which will become effective unless suspended by the
Commission; | _ v. o
- Incentive mechanism where ‘-APS and its customers share 10 .percent and 90 percent,.
respectlvely, the costs and savings; | | |
e Bandwxdth that limits. annual change in adjustor of plus or mmus $0. 004 per kllowatt hour,
| 'w1th additional recoverable or refundable amou.nts‘recorded- in balancing account, ‘
e Surcharge bossible if balancing account reaches plus or minus $50 million and_Commissien_
approves; _ | |
e Off-system sales ma‘rginsvcred.ited to PSA balance; |
o Recovery of prudent, direct costs of contracts for hedgi'ng_ fuel and purchased power costs;
. Infereet on balancing account will accrue basecl on the one-year nominal Treasury constant
| mahulties-rate; | | |

. The Commission or its Staff may:-review the prudence of fuel and power purchases at any

13 DECISION No, __ 67744
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time;
e The Commission or its Staff may review any calculations associated w1th the -PSA at'ahy
time; and | - |
. Any costs - ﬂowed through the adjustor are subject to refund if the Commrssmn later
determmes that the costs were not prudently incurred. - V
The Settlernent Agreement provides that APS shall provide monthly reports to Staff’s
Compliance Section and to RUCO detailing all calculations related to the PSA, and shall also provide :
monthly reports to Staff about APS‘ generatmg umts power purchases, and fuel purchases. An APS
officer must certify under oath that all the information prov1ded in the reports is true and accurate to
the best of his or her mformatlon and b.el_lefr The Settlement Agreement also prov1des that d_lrect
access customers‘ and custome'rs served under rates E-36, SP-1, Solar-I, and Solar-2 are_'-exclud'ed'
from paying PSA charges. Under the Settlement A;greement,‘the PSA remains in effect for 5 ‘years,

and if after that, the Commission abolishes the PSA, it must tprovide for any under- or oVer-recovery

A and can adjust base rates to reflect costs for fuel and purchased power. The paﬂies’agree that a base

| cost of fuel and purchased power of $.020743 per kWh should be reflected in APS’ base rates

Demsmn No. 61973 (October 6, 1999) adoptmg the prevmus APS settlement, requlred APS to .
request, and the Comrmssmn to approve, a “power supply adJuster mechanism to recover the cost of |
prov1d1ng power for standard offer and/or provrder of last resort customers.

~ In Decision No. 66567 (November -18, 2003), the Comimission approved the concept of a
Purchased Power Adjustor (“PPA”) which included purchased power costs and did not include the
cost of fuel. The Decision noted that the adjustor mechanism approved therein may bev modified or
eliminated in this rate case. As noted in that Decision, there are adw)antages and disadvantages to
adj tlStOl' mechanisms: | »

Advantages: 1) the reporting requirements and forecasts facilitate utility planning and Staft
overvtew of costs; 2) an adjustor that works correctly, over time, reduces the volat_tlity ofa utilivty’s
earnings and the risk reduction can be reflected in the cost of equity capital in a rate case and result in
lower rates; 3) adjustors can create price signals to consumers, but the effectiveness is reducedv

considerably when a band is included; 4) adjustors can help reduce the frequency of rate cases;-5)
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regulatory lag between the incurrence of an expense and its recovery is reduced-and generational
inequities are also reduced. |
Disadvantages: 1) adjustors can reduce irrcentiyes to minimize eoSts; 2) an adjustor that
includes fuel or-purch_ased power coste potentially biases c_ai:ital investment decisions towards those
with lower capital costs and higher fuel costS' 3) adjustors create- another layer of regulutton to rate |
cases, mcreasmg the cost of regulatlon to the utlhty, its customers, and to the Commrsswn, 4) an’|
adjustor can shift a dxsproportlonate proportlon of the risk of forced outages and systems operatlons
from shareholders to ratepayers; 5) adjustors result in plecemeat regulation — an adjustor reflects an
increase in ‘one expense b"ut igrtores' offsetttng_ savinés in other costs; 6) adjustors are comple}t -’an'd
oﬁ_en difficult for analysts'to read and interpret, and are difficult to e)_:plain to customers; 7)> proper_ ’
monitoring of adjustor filings and audits require the devotion of signiﬁeant Staff resources; and 8)

rates are less stable, resultmg in rates changmg frequently, makmg it difficult for customers to plan 1

energy consumptmn and the purchase of energy consumlng apphances

Although we: necently approved the concept of a PSA we are ooncemed about the PSA as
proposed in the Settlement Agreement The benefits of this PSA are that over ume the utxhty s
eamnings will be stabrhzed, thereby preservmg its _ﬁnancrel integrity and in _the longer term, 1mprove
the likelihood that the con‘rpany will attract cepital on reasonable terms, to the beneﬁt of ratepayers.
Further, as .part of the negotiations, the parties were ab_le to agree on a lower overall revenue increase
because a PSA was to be i'mplemented AECC-pointed out that if an adjustor remains in eﬁ"ect for
long enough it becomes a credrt and therefore the PSA should remain in effect for five years

The dlsadvantages are real and s1gmﬁcant - from a customer standpomt adJustors are

’dtfﬁcult to understand and they can cause annual price increases. From a regulatory standpoint, they

1 require 51gmﬁcant Commission staff resources to properly monitor filings, costs, and compliance and

to respond to consumer inquiries and complaints. The most significant change that will occur with a
PSA is the shifting of the risk that fuel costs will increase above the base rates established in the

Settlement Agreement. ‘Currently, if fuel costs or any other costs rise above the level embedded in

“Tr.p.1249. - : - ' o -
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the existing rate structure, the company’s shareholders feel the impact. Likewise, if the costs

decrease, the shareholders benefit. Under a PSA, the shareholders are insulated from the change in

costs, because now the ratepayers are obligated to pay the additional costs. Further, the teStimony

was clear that costs are going to be increasing, not only because natural gas prices will increase, but | -
also because APS’ “mix” of fuel will change as growth occurs.”® That mix will include an increasing |
amount of natural gas to supply the new generation. When compared to APS’ other fuel sources such

as nuclear or coal, natural gas is a substantially higher cost fuel. So here, the PSA will not oﬁly be

»collecting additional revenues due to fuel price increases, but also increases due to growth that is met. |

with generation from a high cost fuel. '

Although the Settlement Agreement provides .that APS will increase 1ts demand szde‘
management and renewables, and we agree that those resources are increasingly u_nportant, they will
not likely have a significant ameliorating cost impact in the near future. We disagree w1th the parties
that a 90/10 sharing is sufﬁcwnt incentive for APS to continue to effectively hedge 1ts natural gas _
costs. Gomg from a 100 percent at-nsk position to 10 percent at-nsk almost seems like a “free pass,”

espec:ally when a revenue increase is added. “Although the Settlcment Agreement prov1des that all

 costs will be: subject to review for prudency before they can be recovered, prudency rev1cws

especxally transactions in the wholesale market, can be difficult to conduct after the fact. Although
we have confidence in our Staff’s ability to conduct prudency ‘Teviews, we do not believe they
provide as much incentive to APS on the front end to hedge costs as exists today w1thout a P-SA The
band-w1dth limit will help limit drastic mcreases, but ultunately, APS wxll be able to. recover all the |
.costs from ratepayers

Acco:dingly, for these reasons, we believe that provisions of the PSA need to be modified to

protect the ratepayers. We agree that the use of an adjustor when fuel costs are volatile prevents a

SAs growth occurs, the per unit cost of fuel will increase. Tr. p. 1238. Currently, nuclear is 32 percent of sales and
represents 7. 4 percent of the costs of generation; coal is 45 percent of sales and 29.7 percent of generation costs; natural
gas Is 18 percent of sales and 47.4 percent of generation costs; and purchased power is 5 pércent of sales and 15. 5 percent
of generation costs. Tr. p. 1257. In five years, natural gas is expected to be 29-30 percent of sales. TR. p, 1258.

¥ Sec discussion Tr. p. 1259, PSA will always be increasing.

Y Staff's late-filed exhibit S-35 filed December 14, 2004 in response to a request from Commissioner Mundcll to
extrapolate the effects of the PSA over several years, contained an error and on March 9, 2005, Staff filed a corrected
exhibit.” -
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utility’s financial condition from deteriorating. ' We are less inclined, however, to adopt an adjustor as
away to keep pace with load growth. Although APS’ rebuttal testimony indicated that its fixed costs
would increase in relation to its load growth, we are concerned about the potential fo,r. single-issue ..
ratemaking and whether APS’ fixed costs will lncrease in the same proportion as lts fuel costs.
According to the late-filed exhlbits the majority of the increased fuel costs are caused by increased
load growth, rather than pnce volatility in fuel In effect, the adjustor as designed provrdes annual‘
step increases in rates. We beheve APS must have an incentive to file a rate case so that we can
determine the accuracy of its assertron about expenses Therefore we will adopt an adjustor that
collects or refunds the annual fuel costs that differ from the base year level. However, we will hmxt
the ad)ustor to 4 mil from the base level over the entire term of the PSA and wrll cap the balancmg ’
account to an aggregate amount of $100 mllhon Should the Company seek to recover or refund a
bank balance pursuant to Paragraph 19E of the Settlement Agreement the tnmng and manner of

Tecovery or reﬁmd of that ex:stmg bank balance will be addressed at such trme Inno event shall the' :

Company allow the bank balance to reach $100 mllhon pnor to seekmg recovery or refund.-| |

F ollowmg a procecdmg to recover or refund a bank balance between $50 million and $100 million,
the bank bala.nce shall be reset to zero unless otherwwe ordered by the Comrmssmn

Further, we will limit the amount of “annual net fuel and purchased power costs” (as:shown in

Staff Exhibit 23)18 that can be used to calculate the annizal PSA to no more than $776 200,000. Any

fuel or purchased power costs above that level wxll not be recovered from ratepayers We behcve _ '

that this “cap” on fuel and purchased power costs wﬂl further encourage APS to manage its costs, and
will help to prevent large account balances from occurring in one year. Becduse the PSA actually.
adjusts for growth, putting a “cap” an recovery of these costs will help insure that APS will filea rate |
application when neccssary.19 Since there is no moratorium on ﬁling a rate case, APS can file a rate’
case to Teset baSe rates i_f it deems it necessary hccause that cap is reached. Further, alth_ongh_the

Settlement Agreement provides that the PSA will be in effect for 5 years, if APS files a rate case

'® For example, under “Average Usage Scenario One”, the line reads “Annual Net Fuel and Purchased Power Costs:
$524,600,000.”

¥ See $-35 filed March 9, 2005, Scenario 11A — evén when the price of gas remains constant, the PSA adjustor increases,
because the adjustor uses total costs (not price) which reflects the growth which is bemg met by the higher priced fuel,
natura| gas. —
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prior to the expiration of that 5 year term or if we find that APS has not complied with the terms of
the PSA, we believe that the Commission should be able to eliminate the PSA if appropriate.
Finally, we will not allow any fuel costs from 2005 that were incurred prior to the effective date of
this Decision to be included in the calculation of the PSA implemented in 2006. We believe that iheSe
additional provisions to the PSA will help to lessen the detrimental impact ;5 ratepayers of this
ehange to an adjustor mecharﬁSm. _ | . ‘ . “ |
Implementing an adjustor mechanism will have a significant impaet upon beth APS and its
customers. ‘For rnany years now, in their monthly.bills, APS cdstomers have pa'.idvra_tes that reflect
the costs that APS is allowed to recover for providing that service. With the irhplem-entation. of an
adjustor, those ratepayers will be obligated to pay additional amounts for service they received in the
previous year. This repreeents a major Shiﬁ in responsibility for-increased cos'ts' from APS and its
shareholders to ratepayers Accordmg to APS, such a shlﬁ is necessary. for the company to preserve
its ﬁnanc1a1 mtegnty A , .
Although thc partlcs subrmtted a wntten statement descnbmg the calculatxon of off—system
sales in rcsponse toa questlon from Commissioner Mundell, we are concemed that the method may
not capture the full margin on eac_:h sale.?? Additionally, we want to make sure that off-system sales
are no;_,being'made below costs — Staff needs to study ways to irlsur_e that thése off-system sales
margins are being' determined accurately and that ratepayers are receiving the full 90 percent of the
benefits. Accerdingly, we will direct Staff te 'establvish a method that eceurately reflects. | the

appropnate fuel costs and revenue for off-system sales, so that the full margm is known and properly

Jaccounted for.  Within three years of the effective date of this Decrslon Staff shall commence a

procurement review of APS’ fuel, purchased power, generatmg practlces and off-system sales
practlces_.
In response to Commissioner Gleason's suggestion to set up a webpage explaining its bill,

APS indicated that it was planning to have a new bill format, and agreed to also set up a website to | l

2 For example, 2 wholesale r:ontract may have an embedded cost of fuel built into the price of the energy that is different

from the cost of fuel use to generate the energy ~ if the “sales margin” is defined as the difference between the actual cost
of fuel and the revenue from the sale, the true sales margin will not be captured. - We also take administrative notice of
FERC Docket No. PA04-11-000 and the FERC’s December 16, 2004 Order Approving Audit chorts and Directing
Compliance Actions, specrﬁcally relating to treatment of off-system sales. _ —_
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explain the bills. Because the implementation of an adjustor will be a major change in the way that
customers are billed, we believe that APS should also implement a customer education prograrn
explaining how its PSA will work and we will order APS.to maintain on its website information
explarmng the brlhng format rates, and charges, including up—to—date mformatron about the PSA and
current gas costs It is 1mportant that the customer educatlon program be 1mplemented in a timely
fashron, before this summer APS needs to make its custom-ers aware that with the 1mplementatlon of
an adjustor, ratepayers wrll be obllgated to pay additional amounts. for service they recerved in the
previous year. It is essentlal aud only fajr, that customers understand that their usage thlS summer

can have an effect on therr electric brlls the followmg year. |

Because we are concemed about the impact of the PSA on low-mcome customers, the PSA-

- shall not apply to the brlls of 1nd1v1duals who are enrolled in the Company s Energy Support
_ program. Flnally, grven our concerns and the modlﬁcatrons we require to the PSA,Vwe will require

the parties to the Settlement Agreernent to submit a PSA Plan of Administration that reﬂects the

determmatlons in this Decrsron, for our approval
f. Depreclatlon _ ‘

' '_ The Settlement Agreernent adopts Staft’ s recommended service lives, and Appendxx Ato the
Settlement Agreement sets forth the remaining service 'lxves, net. salyage allowance, - annual |
depreciation rates, and reserve allocation for eaCh category of APS 'dep‘r-eciab'te propeérty as agreed to

by the parties. . The parties agree that the Statement of Financial Accounting Standards ("SFAS™) 143

| will not be adopted for ratemaking purposes.

g.  $234 Million Write-Off »

The Settlement Agree_rnent provides that APS will not recover the $234 million write-off
attributable to DeCiSion No. 6:1973 in this case, nor shall APS seek to recover the uyrite-off in any -'
subsequent proceeding. Tbe ESP and l«arge. consumer witnesses testified that this provision was
critical to the development of flourishing retail markets and will help direct access service from being |
undercut by future stranded costs claims. |

h. Demand Side Managernent (“DSM”)

Demand-side management (“DSM”) is “the planning, implementation, and evaluation of
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programs to shift peak load to off-peak hours, to reduce peak demand (kW), and to reducé energy |-
consumption (kWh) in & cost-effective manner.””' | '

DSM is addressed in three areas of the Settlement Agreement: 'in the funding, programs,
plans and reporting provisions; in the study of rate design modifications; and bin the corlnpetitive‘

procurement process.

Funding for DSM comes in both base rates ($10 million per year) and ﬂxfdugh

qmplementatlon of an adjustor (average of $6 million per year). 2 DSM fundmg will be used for

“approved -eligible DSM-related items,” including - energy—efﬁcwncy DSM programs,”23 a

perfonnaﬁce incentive,* and low income bill assistance.?> APS is obligated to spend $13 million in
2005 on DSM projects. % v | | ‘

, Append1x B to the Settlement Agreement is a prelumnary plan (“Prehmmary Plan”) for
eligible DSM-related items for 2005. The Preliminary Plan includes $6.9 million for commercial,
indusﬁial, and small business customer programs, including new: construction, retrofitting existing’
facilities, training and education, design assistance, and ﬁxiancia] incentives; it includes .$'6.2 million
fbr residentia_l customers, including ne§v construction and exist'ing'hd.mesv and HVAC,_ education, |
uéining, expanded low income weatherization, and bill assistance; $1.3 million for measurement, -
evaluation,’ and research; and $1.6 million for performance incentive.?’ Within 120 days of the'
Commission’ § approval of the Preliminary Plan, APS will, with input and assistance from the
col]aboratlve workmg group, submit a Final Plan for Comm1ss1on approval |

In order to help the state’s pubhc and charter schools mitigate the effects of the rate increase,
the DSM Workmg Group should make every effort to targct DSM programs to schools and to make

the 1mplementat10n of DSM in schools a top priority.

The adjustor will collect DSM costs that are above the $10 million annual level included in | - K

2! Direct testimony of Barbara Keene, February 3, 2004.
2 APS will spend at least $48 million during calendar years 2005-2007.
B «Energy-cfficient DSM” is defined as “the planning, lmplcmentamn and evaluation of prograrns that rcduce the use of
;lectncxty by means of energy- efﬁcxcncy products, servxces, or practlces " Settlement Agreement par. 40.
1d. par. 45.

%5 1d. par. 42.

26 .
Tr. p. 969. : .
z APS’ share of DSM net econo:mc beneﬁts capped at 10 percent of total DSM expcndltures . —_
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base rates. The adjustor rate will initially be set at zero, and will be adjusted yearly on March 1,
based upon the account balance and the appropriate kWh or kW charge. The DSM adjustor will
apply to both standard offer and direct access custormers. - _ | |

The Scttlement Agreement does not. provide for the recovery of net lost revenues. The
Settlement Agreement provxdes that if during 2005 through 2007, APS does not spend at least $30
million of the base rate allowance for approved and ehglble DSM-related items; the unspent amount
will be credited to the account balance for the DSM adjustor.-

On reszdentlal customers bills, the DSM adjustor w1ll be combmed with the EPS adjustor and
be called an “Envu‘onmental Beneﬁts Surcharge »28 As part of i 1ts tariff compllance ﬁlmg, wuhm 60
days of thls Dec1sxon A.PS must filea Plan of Adlmmstratlon for Staff review and approval .

Pursuant to the Settlement Agrecment APS i 1s requn-ed to 1mplement and maintain a
collaboratlve DSM workmg group to solicit and facxhtate stakeholder input, advise APS on program |
unplementatxon develop future DSM programs, and review DSM program performance. The
working group wﬂl review the plans but APS is responsxble for demonstratmg appropnateness of 1ts
programs to the Comm1ssxon APS is requxred to conduct a study to review and evaluate whether
large customers should be a]lowed to self-dlrect DSM mvestments and ﬁle the study w1thm one year..
APS i 1s also reqmred to study rate desxgns that encourage energy efﬁclency, discourage wasteful and _
uneconomic use of energy, and reduce peak demand. The plan for the study and analysis of rate |-
design modifications must be presented to the collaborative DSM vvorking group within 90'days, and
APS must submit to the Gommission- the final results as part of its next rate case, or within 15 months
of this l)ecision, whichever is first. APS is required to dev'elop and nropose appropriate rate design
'modiﬁcations. ' Additionally, APS is requlred to file tnid—year and end-year reports on each‘ DSM-
program. All DSM year-end reports filed at the Comnussmn by APS must be certified by an Officer | V
of the Company ’ _ '

Pursuant to the Settlement Agreement, APS is to invite DSM resources to participate in its

RFP and other competitive solicitations, and must evaluate them in a consistent and comparable |

% Settlement Agreement par. 50.
P, par 54. 4 » N : _
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manner.

SWEEP supports the DSM provisions in the Settlement Agreement. Although it originally
recommended that the Commission should substantially increase energy efﬁcieﬁcy by setting target
goals of 7 percent of total energy resources needed to meet retail joad in _2010 frofn energy efficiency
and 17 percent in 2020, it agreed that the Settlement Agreement’s requirement of DSM funding ié

reasonable and justified given the cost-effective benefits that will be achieved. SWEEP believes that

the level of funding in the Settlement Agreement is a valuable and meaningful step towards

encouraging apd supporting energy efficiency f‘or APS customers, especi-aliy since the Commission
can approve additional DSM program ﬁmding through the adjusﬁﬁent mechanism,

: In response to questioning from Commissioner Spitzer, the witngss for SWEERP testified that
DSM is the most efﬁcieni way to mitigate market and fuel price increases and it reduccé customer
v'uiherability to price volatility, by reducing the need for new p_o_Wer _plaht construc‘t_ioﬁ _and new
transmission lines.%® Even customers who do not participate in the DSM programs will beﬁeﬁt, both
from an econonﬁcperspeétiie as well as from the environmental and health standpoint®® The
Pfelimihary DSM Plan attaéhcd as Exhibit B to the Settlement Agreement is a good start towards
develdpihg_ costhffectivc-D'SM programs. However,‘ we are concemned that our appr,ovai of the
Settlement Agfcemén_t | and Exhibit B may result in stakeholders 'focusiﬁg too narrowly’ when:
attempting to complyv\.?vith the DSM goals of this Order. Paﬁicularly, we.note that there are no
demand response programs‘includéd in Exhibit B. Given the response by APS’ customers to last’
summer's. outage as discussed by Commissioner I-‘Ixa.tch-l\‘/ﬁller,32 it is clear that when proper signals
are given, custbmers will respond by reducing their demand. | | |

Wé also think it is clear that the traditional demand response programs that define “off-peak”

hours as between 9:00 p.m. to 9:00 am. are ineffective in 6reating an ‘incentive, fo residential
ratepayers to shift their electricity consumption to “off peak” hours. Common sense indic.atES thata |
substantial number of ratepayers cannot or are not able to take advantage of such programs as 9:00

.m. is an unrealistic time to commence the “off peak™ period because most ratepayers are either
_ ‘ _ y

*Tr. p. 877.
*'Tr, p. 930. _
32 See discussion Tr. pp. 1384-1394. —_
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asleep or preparing to sleep at that time.*® Further, the start ﬁme begins many hours after the actual
peak has subsided.. Einally, the inconvenience of a 9:00 pm. start timeas'sures that the demand | -
response to “off peak” hours and pro_grems is miscéiculated. Therefore, in an effort to expedite APS’
addreéeing demand response programs, we will order APS to file additional time-of-use programs
that are »srmilar to the Time Advantage and Combined Advantage Plans with different peak
schedule(s) and tariff(s) options, within six months of the.effective date of this Decision. .

We beheve that it would be beneficial, perhaps in con)unctlon with the rate desrgn nme-of-use 5
study and the use of “advanced” or sman” meters, to evaluate and unplement programs desrgned to
reduce APS’ e’ummer peak demand Accordmgly, we will encourage subrmssron of such DSM: '

programs :

i Envrronmental Portfolro Standard and other Reuewables Prog;am ,
The: Settlement Agreement addresses renewable energy in three areas: a specral renewable ., .
energy solror_tauon, .the envrronmental portfolio standard (“EPS") and in the competrtlve_ procur_ement v
of power.- o | I | |
The Settlement Agreement reqmres APS to issue a speclal RFP in 2005 seekmg at least 100
MW and at least 250,000 MWh per year o_f renewable. e_nergy~ resources mcludmg solar,
biomass/biogas, wind, small hydro (under 10 'MW),‘h.ydrOgen' (other tharr fror‘n natural gas) or ' |
geotherrnalv for delivery begr’nning 1n 2006. In order to take advan-tage of ariy available federal tax
credits for renewable energy production, A.PS should issue the 100 MW RFP no later then May 15,
.2005.- APS also will‘ seek to aoquire at least ten percent of ite:’i.nnual incremental peak capacity needs _

from renewable resources. Among other requirements, the renewable resources must be no more

| costly than '125 percent of the'reasonebly estimated market price of conventional resource altematr' ves

and A.PS can acquire out-of-state resources to meet the goal if sufﬁcrent in-state quahﬁed bids are not |
r__ecerved. However if APS determmes that it cannot meet this requrrement through m-state
resources, it must bring its proposal to purchase out-of-state resources to Staff and obtain

Commission approval before making the out-of-state purchase.

¥ We do not need a smudy, workshop or to evaluate the proposed test demand programs to convince us regarding |

- j residential demand programs in this matter, . —
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The. Set.tlementl Agreement also provides that renewable resources acquired thrboug'hA the
special RFP or future solicitatione shall be subject to the Conimissioﬁ’s customary prudence review.
And while the Settlement Agreement further stipulates that a rehewa_ble resource purchase shall not
be found imprudent solely because the cost of the renewable resouree exceeds mafrkef price, we
stipulate conversely that a renewable resource purchase shall not be rendered pnident solely by virtue |
of the resource’s cost bemg below 125 percent of market price. | _

The special RFP does not d1Splace APS’ requxremcnts under the EPS. APS will contmue to
collect $6 million annually in base rates and the existing EPS surcharge, whlch- prov1ded» $6.5‘mxl_hon ,.
during the test- year, will be converted to ‘an adjustment mechaniem, which. ‘will allow foe
Commlssmn-approved changes to APS’ EPS funding. . o

The Settlement Agreement does not alter the ex1st1ng EPS or the current level of fundmg, but |

it changes the EPS surcharge into an adjustor so that the Commxssmn has the flexibility to changev

funding levels and rates in the future. 'APS’ current rates and surcharge total $_12;_5 million and

pursuant to the Settlement Agreement, $6 million of this ameunt_ will be recovered in iqaée rates and
$6.5 million in the EPS adjustor. - | |
~ Under the Settlement Agreement APS will allow anci encourag'e. all.'rene\‘w‘aible resources to
participate in 1ts competitive power procurement ' ' o
In response to a request from Commissioner Spitzer, several partles ﬁled late-ﬁled exhibits

concerning the recently enacted American Jobs Creation Act of 2004. Aceordmg to APS, the Act

provides for a domestic production deduction for its generation activities, and also extends renewable

electﬁcity production credits through 2005 and expands the types of renewable resources eli gible'for
the credits.>* In its December 10, 2004 response, WRA stated that “renewable'energy appears to be
ata diSadvantage relative to gas-fired generation because the tax burden tends to fall more heavily on

capital intensive projects such as remewable energy generation. Therefore, such tax burdeén

| differentials may add further support for the preference for renewable energy in the settlement

agreement and for production tax credits as means to ‘level the playing field’ between gas-fired |

vPrevmusly, only wind, closed-loop biomass and poultry waste were included, and now open-loop biomass, geotherinal-
energy, solar energy, small irrigation power, and municipal solid waste are mcluded as qualified energy resources. —- - * -

v
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resources and renewable energy.”

js Competitive Procurement of Power

The Settlement Agreement provides that APS will issue an RFP or ‘other competltwe
sohcrtatlon(s) in 2005 seeking long-termi resources of not less than 1000 MW for 2007 and beyond.
“Long term” resource is defined as acquisition of a generatmg facility or an interest in one, or any
PPA of 5 years or Ionger_. No' APS affiliate will participate in this RFP/solicitation, and in the future
7 [ will not participate unless an independent monitor is appo'inted‘.' Further, APS will not self-build arry
facility- with an in—serviee date prior to January .1, 2015 , unless expressly euthorized ’by .the
Commission. As deﬁned in the Settlement Agreernent, “self-build” does not include the acquisition
of a generatirlg iinit or interestv in one’ from e‘hon-afﬁlieted merchant or ufility generatbr the .
acqulsmon of temporary generatlon needed for system rehabrhty, drstnbuted generatron of less than ‘
50 MW per locatlon, renewable resources or the up-rating of APS generation.

We. generally agree that the self- bulld moratonum proposed in the Agreement is useful for
‘addressmg the potentlally anu—competmve effects that may be associated with rate-basmg the PWEC
4' assets, However to fully- reallze the beneﬁts of the moratonum for that purpose, the moratonum
~shou1d apply to the acqulsmon ofa generatmg umt or mterest in one from any merchant or utility-
generator, as welI as to building new umts. Accordingly, we will modify the deﬁnmon of “_self-
build” to include the acquisition of a generating unit, or interest in a generating unit from anyr
merchant or utility generator. Consistent with the definition in the Settlement Agreement, “self-
‘I build” will not- include the ‘acquisition of ternporary gen'eration needed for ‘system reliability,
distributed generatron of less than fitty MW per location, renewable resources, or up~ratmg of APS
‘generation, which up-rating shall not mclude the installation of new units.

Srmllarly, we will require APS to obtain the Commission’s expressed approval for APS’
acquisition of any generating facrhty or mterest in a generating facility pursuant to a RFP or other.
.| competitive solicitation® issued before January 1, 2015. Qur determination herein shouldb not be

construed as signaling in any manner the ultimate regulatory treatment that can or will be accorded to

o Competitive solicitation inclades a RFP issued pursuant to Paragraph 78 of the Settlement Agreement or any
solicitation issued by APS in using its Secondary Procurement Protocol pursuant to Paragraph 80-of the Settlement
Agreemem . . : -
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any generating facility or interest in any generating facility ultimately acquired by APS. APS will

continue to use its Secondary Procurement Protocol except as modified by the Settlement Agreement
or by Commission decision. The Commission’s Staff will schedule workshops on resource plaﬁning,v
focusing on developing neoded infrastructure and a flexible, timely, and fair competitive procurefnent
process. As discussed above, the rate basing of PWEC assets, at a discount, should not be construcd
as an abandonment of competmon by this Commission. The 1ndustry-w1de quesnon “how ‘will new |

generatlon be built and by whom?", 1s particularly trenchant in Arizona due to hlgh forecast growth

in customer load. The self-build moratorium agreed to by APS is consistent with the Commission’s

support for competltlvc wholesale electricity markets
The workshops conducted by Staff on the development of needed infrastructure shall mclude' :
con51derat10n of the feasibility and unplementanon of an expanded use of ut111ty~scale solar electric |
generatlon mtcgrated with existing coal fired operatlons APS’ aglng coal fired plants face an
mcreasmgly emissions regulated future which may require sizeable investments to i unprove leSSIODS
control performance. ' '
By integrating solar generation with the existing generation and transmission infrastructuro at | -
coal fired facilities, it may be possible to create synergies that take advantage of existing site.
inﬁ;astruotulfe to lower the cost of building and ooerating solar electric géneraﬁon, while fe&ucing the
enviromﬁentél imj)act of coal fired geﬁeration. Generation fromi a solar electric pfoje‘_ct will add fuel-

free, net-plant energy ou_tput resulting in environmental benefits and lower energy specific water

 jusage. A long-term benefit. of such a strategy would be that after all life extension meaéurcs are

exhausted for the fueled power complexes, t'hereAwill be many decades of useful life remaining in the |
traﬁsmission assets serving tﬁese sites. These valuable assets could be utilized by emission and water

free solar generation built incrementally over the next decades in the expansive buffer zone property |
around many of the existing coal plants.

K. Regu latorv Issues

“In the Settlement Agreement, the pames acknowledge that APS has the obhgatlon to plan for
and serve all customers in its certificated service area and to recogm_ze through its planmng, the

existence of any Commission direct access program and the potential for future direct access
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customers.. Any change in retail access as well as the resale hy APS and other Affected Utilities of |
Revenue Cycle Services to ESPs will be addressed through the Electric Competition Advisory Group
(“ECAG”™) or similar process. The parties acknowlcdge that APS may join. a FERC-approved
Regional Transmission Orgamzatxon (“RTO™) or entity and may participate in those activities
without further order or aufhorizaﬁon- from the Commission. |

L Competition Rules Compliance Charge (“CRCC”)

' Included in the total test year revenue requlrement is approxxmately $8 million for the
Competmon Rules Comphance Charge APS wxl] recover $47 7 million plus interest through a
CR_CC of $0.000338/kWh over a collection period of 5 years. When that amount is collected, theb
CRCC will vimmediately t'enhinate and if the amount is under or over i-ecovered, then APS mpist file
an application for the appropnate remedy |

m. Low Income Programs

- APS will increase funding for marketmg its E 3 and E-4 tariffs to a total of $150 000 as set

,fon‘th in the Settiement Agreement. The parties’ intent is to msulate_ ehglble low income customers o E

from the effects of the rate increase resulting from'the Settlement Agreement. . On _Deoember 17, '
2004, the ACAA filed a response to Commissioner Mayes® question about automatic enrollment .in
utility discount programs, indicating that they have initiated a discussion. with the Arizona

Départmerit of Economic Security (“DES") to facilitate the automatic enrollment in utility discount

 programs, as well as othe_r agency managed programs. ACAA is in the process of adding the utility

discount-application forms to its website, which will allow the form to be sent electronically to the

'{ appropriate entity for processing. . Concerning market-ihg efforts, ACAA Stated that' it engages in

various outreach efforts throughout the state provxdmg information about the E-3 discount program
available through APS. ACAA indicated that DES is curreritly charged with the ofﬁmal marketing of
the program, but there is currently no affirmative marketmg of the program “as their resources are

severely limited.” - Also- in response to Commission-er Mayes’ request, APS filed inforrnation

conceming 1ts low income proorams APS stated that it has renewed its conversations with DES and

ACAA, requesting feedback on increasing participation through automated signup for the E-3 and E-

4 programs. Both agencies‘ expressed interest and APS states that it will continue to work with both
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agencies to determine the efficiency and practicality of such a streamlined approach.

The Commission believes that APS should work to make its low-income assistance.pre.grams
widely available, including to Native Americans living inside the Cornpen_y’.s “service territory.
Within six months of the effective date of this Order, APS shall develop an outreach plan -thai_ wiH -
enable it to better inform the state’s Tribes about the Company’s low-income assistance brograms.'
The pian should be filed with the Commission and made available to Tribal 'authorities-within- APS’
service territory. |

n. Returning Customer Direct Access Charge (“RCDAC”)

The Settlement Agreement provides that APS can recover from Direct Access"Customer's-the
additional cost that would otherwise be imposed on other ‘Stand.ard Offer customers if and when‘the? |
former return to Standard Offer from their competitive' suppliers._ The RCDAC shall ﬁot lle‘st longer
than 12 morﬁhs for any individual customer. The cha.rge will apply only to individual cixstomers or
aggregated groups of 3 MW or greater who do not provide APS with one year’s advance notlce of
intent to return to Standard Offer service. APS will ﬁle a Plan of Admmlstratlon as part of its tanff
compliance filing. . ' '

0. - Service Schedule Changes

" The Seﬁlement Agreement adopts several of APS’ proposed chahges to serv1ce schedﬁle's;
including Schedule 3, but with the retention of the 1 OOO- foot construction allowance for individual
residential customers and also- w1th any individual resxdentxal advances of costs being refundable
Several APS customers made public comment about the. hne extension pollcy and how it has not been |
modified in a long time. We will direct Staff to work with APS to review its line extension policy |

and determine whether the construction allowance should be modified.

p- Nuclear Decommissioning

The decommissioning costs as recommended by APS. are adopted as set forth in Appendix I to
the Settlement Agreement. |

q. " Transmission Cost Adjustor Q‘TCA*)

The Settlement Agreemeni establishes a transmission cost adjustor (“TCA") to ensure that-

any potential direct access customers pay the same for transmission as Standard Offer customers.

67744
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The TCA is limited to recovery of costs associated with changes in APS"open access transmission
tariff (“OATT”) or equivalent tariff. The TCA goes into effect when the transmission component of
retail rates exceeds the test year base amount of $0. 0047636 per kWh by S percent and APS obtains |
Commrsswn approval ofa TCA rate.

r. Dlstrrbuted Generatlon

General]y, distributed generation is small-scale power generation units strategically located
near customers and load centers. According to the ACA/DEAA, the beneﬁts of distributed energy.

systems include: greater gn'd reliahiﬁty;»tncreased grid stability (voltage support along transmissi'on

: lmes), mcreased system efﬁcrency (reductlon in transmrssxon line losses); 1ncreased efﬁcxency,

flexibility; decreased pressure on natural gas (demand and cost) leverage of resources; and -
sustainable mstallatrons ' ‘ ’ |

The Sett]ement Agreement provrdes that Staff‘ shall schedule workshops ‘to COHSldCY
outstandmg issues affectmg dzstnbuted generauon and shall refer to the results of the prior d1stnbuted |
generatlon workshops for issues'to study . o

ACA/DEAA presented its ob_]ectlves at hearmg as follows 4 DG Workshop wrth strong Staff
léadership; clea.r goals, ground rules, rmlestones, and deadlmes, partrclpants with authonty, 1
continuing reports to ACC and management; and a process to bnng contested issues to the
Commlssmn for resolution. Nome of the proponents of the Settlement Agreement oppose
Commission adoptron of these objectives.

Inits post-heanng brief, ACA/DEAA listed the followmg g\udelmes as “ovemdmg criteria™:
1) rates must be fair; 2) rates should be designed to send as efficient as possible pricing signals to
consumers, 3) impediments to customer choices, ‘such as unnecessarily difficult and expensive
mterconnectron to the grld should be eliminated to the maximum extent possible; 4) all generators’
should be treated fairly — Iarge and small and 5) proposals, if 1mp1emented, should not interfere wrth
the Commission’s public policy goalsv. ACA/DEAA made 3 recommendanons. 1) Rate Design - the

Commission should adopt an experimental rate for partial requirement customers. The proposal

% Paragraph 106 of the Settlement Agreement contains a typo; the amount “$0.000476” should actually be “$0.00476,"
Tr.p. 1168. = 4 : -
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would mimic SRP’s E-32 rate, which includes time of day rates and summer/winter rates.
ACA/DEAA proposed to limit participation to 50 MW of new customer load each year for 5 years —

both generation and supplemental load. It appears that this is the first alternative rate schedule that

' ‘ACA/DEAA has proposed, ‘and no party has had an opportunity to evaluate and corm'nen_t on the

proposal. Accordingly, we decline to adopt the proposal in this docket, but we believe that this

proposal may be a good startmg point for discussion in the DG workshop.

ACA/DEAA further recommended that the Texas standard is best suited for apphcation tothe |

APS system and that the provisions of California rule 21 would serve as a second choice for»DG‘
standards in Arizona. ACA/DEAA also recommended that the Commission consider a program to |
install self generation to reduce the electricity on the power grid. We beheve that both of these
recommendations should also be discussed and developed during the course of the workshop '
The proponents of the Settlement Agreement recommend that speclﬁc issues concermng DG
should be addressed in workshops devoted to distributed generatlon. Paragraphs 108 and 109 direct
Staff to schedule workshops to address outstandmg DG issues. They belie\}e that such a process
would use the work done in prevmus workshops and would also. address the technical aspects of |
connectmg distributed generation in a way that would apply to all regulated utihties in Anzona To
be successful, the process would requrre a strict timetable for producmg recommendations for the
Comrmsswn s consideration. The proponents argue that Schedule E-32 should not be redesxgned to- '
meet the speciahzed needs .of partial requirements service, but that the rate design for partial.
requxremcnts service should be addressed in the workshop Approx1mately 95, 000 full requirement
customers receive service under Schedule E-32, and accordmg to the proponents, it is an integral part
of the Settlement Agreement. The proponents believe that ACA/DEAA’S proposal to put the rate .
increase iri the energy portion would create a massive subsidy from higher load factor customers to
lower load factor customers. The demand related charges are necessary for pricing the capacity
related costs of the APS system for the full requirement customers. The proponents argue that DG
requires partial requirement service — which is a very specialized product that includes maintenance

power, standby power, and supplemental power — and it. should have its own rate; which can be

67744
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 We agree with ACA/DEAA that DG can have significant benefits to APS and to its ratepayers |
and we want to encourage the growth of DG that can provide those benefits. Additionally, we find
some of the suggestions made in ACA/DEAA’s post hearing brief persuasxve However, our decision |
is rooted m the record made in thls case, and those suggestlons were not fully delmeated nor
subjeeted to cross exammatlon at the Hearmg. At this point, we agree with the partxcrpants that the‘
E-32 schedule should not be moadified to _acconnnodate the particolar needs associated whh DG.
Therefore, we believe that the‘pérties should address the issue .of :ah .eppro'priat_e rate schedule for'DG
during 'the works:hop'process, and direct the parties‘to develop a schedole that 1s designed-pertlcularly
for DG Cu_stomers. Further, we direct the parties to begin t‘he"process hy 'evaluating:‘the’:three .
recor’nrhendations made by ACA/DEAA inits post hearing brief. N | |
s. Bark Beetle Remediation _‘ o | - | |
APS is authonzed to defer for later recovery the reasonable and prudent direct costs of ba:k

beetle remedxatlon that exceed the test year levels of tree and brush control In the next rate case the |

'Commlssmn w111 determine the reasonableness, prudence, and allocauon of the costs and will.

determine the appropnate amortization period. -

t.  ° Rate Design _ ‘ _ o o
Attacbed to the Settlement Agreement is Appendlx 3, which sets forth the rates adoptecl in the

Settlement Agreement The rates are designed to permit APS to recover an addrtxonal $67.5 million -

in base revenues including an additional 3 94 percent for the residential rate class and a 3.57 percent

{ increase for the general service rate class. The rates were desrgned to move toward costs and remove

subsrd1zat10ns thereby promoting equity among customers. The base rates w1ll also permit cost-
based unbundlmg of distribution and revenue cycle services, mcludmg metenng, and meter reading
and billing.. The parties beheve that this will gwe appropriate price signals necessary for shoppmg
APS w1ll continue on-peak and off-peak rates for winter billing for all residential: time-of-use
customers under Schedules ET-1 and ECT-1R. Within 180 days APS will submit a study to Staff
that examines other ways APS can 1mplernent more ﬂeXIblhty in changmg APS’ on- and off-peak

time periods and _other time-of-use charactenstlcs, making those periods more reflective of actual

system peak time periods. APS shall also include in the aforementioned study a cost-benefit analysis
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of Surepay, APS’ automatic payrnerit program. The Company is td examine the cost effectiveness of
the program and to explore the possibility of offering a discount to those éustomer who participate in
Surepay.  The Settlement Agreement adopts APS’ proposed experimental time-of-use periodé for ET-
1 and ECT-1R. For general service customers, the existing on-peak time periods will remain the
same and the summer rate period will begin in May and conclude in October. The general service
fate s&hedules will also permit cost-based unbundling of generation and revenue cycle sérviées and |
will be differentiated by voltage levels. An additional primary service discount of $2,74/kW for
militaryAbase customers served directly from APS substations will be adopted. The Settlement
Agreement modifies Schedule E-32 in order to simplify the design, make it more cost-based, aﬁd to
smooth out the rate impact across customers of varying sizes within the rate schedule. ’Chanées
include the addition of an energy block for customers with loads under 20 kW and an additional ,
demand biliing block for customers with loadS greater than 100 kW. A time-of—use optiori Will also
be avallable to E-32 customers. Testlmony was offered at the hearxng that there was an madvertent .
omission in Appendlx J to the Settlernent Agreemcnt for Rate E-32-TOU in that the dehvery—related ‘
demand charge for Rate E-32-TOU should have been reduced aﬁer the _ﬁrst 100 kW of demand for
residual off-peak demand®’ and that the initial rate block for residual off-peak deIi\iery should be
applied only to the first 100kW of combined on-peak and residual off-peak dema;ld. Wé Will,
therefore, direct APS to modify Rate E-32-TOU in accordance with these changes.in its cbmpliance
filings. As discussed abpve, ACA/DEAA objected to the company’s E-32 schedule. One of
ACA/DEAA’s concern was the almost doubling of the démand charge. The Commission has open |
dockets involving APS’ metering and bill estimation procedures, including the estin;ation of demand.
Although‘ we are not resolving those issues in this rate case, we are concerned that APS properly |

meter, read meters and bill its customers timely and accurately. It is imperative, especially given

37 Instead of remaining at the initial level of $7.722 per kW-month, after the first 100 kW. of demand, the unbundled
residual off-peak demand charge for delivery at Secondary voltage will be reduced to $3.497; after the first 100kW of
demand, the unbundled residual off-peak demand charge for delivery at Primary voltage will be reduced to $2.877, with
both of these changes incorporated into the bundled rate as well.

3% Also, we note that apparently APS is deleting a bill estimation procedure for EC-1 and ECT-1R. It is not clear whether
these are the tariffs that Staff has alleged APS has not been following, but nothing in this Decision will affect our ability
to make findings in Docket Nos. E-01345A-04-0657, et al. or impose any appropriate fines, sanctions, or remedies in
those dockets.
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the i increase in the demand charge, that APS reduce the instances where it estimates demand.
In a response (dated August 18, 2004) to a question from Comnussroner Mundell regardmg
the break-over pomts for tiered rates, the parties to the Settlement Agreement indicated that rate E-12

has the most customers The response also stated that the average use by a customer on rate E-12s |

770 kWh per month. Rate E-12 has three tiers with break~over points at 400 kWh per month and 800 »

kWh per month. - Paragraph 57 of the Settlement Agreement requires APS to conduct a rate design
study analyzing rate desrgn modlﬁcatrons to promote energy efﬁcrency, conservatlon and reduce

peak demand. As part of the study, we will require that one of the rate design modifications that APS

shall investigate is to lower the first break-over point in rate E—12 to 350 kWh per -month and lower

the second break-over point to 750 kWh per month. In addltlon, the charge (rate) per KWh in the first

| tier (less than 350 kWh per month) should be Jowered, whrle the rate for the third tler (over 750 kWh

per month) should be rarsed We will reqmre that APS propose thrs type of rate desxgn, or somethmg -

very srrmlar, for rate E-12 in its next Tate case. We beheve thls type rate desrgn, coupled wrth the

DSM measures outlmed in thls Order, will eneourage customers, especrally high-use customers, to

conserve energy (thereby lowermg overall demand) and/or move to t1me-of-use rates (thereby -
..lowenng peak demand). If APS or any party to the next APS rate case beheves this type rate design
' would be detnmental to APS and/or its customers, that party shall provxde a detarled explanatron and. E

-{ examples as to how and why thls type rate desi gn would be detrimental.

Several schedules are “frozen” and APS will provrde notice approved by Staff. to those
customers that those rates will be eliminated in APS’ next rate case. Such notice wrll be provided at
the conclusion of this docket and at the time that APS ﬁles its next rate case.

u. thrgatlon and other rssues

~ The "Settlement Agreement provrdes that APS will dismiss with prejudrce all appeals of
Decrsron No 65154 ‘the Track A Order, and APS and its afﬁlrates will drsmlss httgatron related o
Decrsron Nos 65154 and 61973 and/or any alleged breach of contract, and APS and its afﬁhates shall
_forgo any claim that APS, PWEC, Pmnacle West Caprtal- Corporatlon or any of APS’ affiliates were |
harmed by Decision No, 65154, and the Preliminary Inquiry ordered in Decision No. 65796 shall be

concluded with no-further action by the Commission, once the. Settlement Agreement is approved in

| o 44
33~ DECISIONNO, 6774




10

13
14

16

25

HOW N

Ve 0 NN O wn

11
12

15

17
18
19
20
21
22
23
24

26
27

28

DOCKET NO. E-01345A-03-0437

accordance with Section XXI of the Settlement Agreement by a Commission Decision that is final

and no longer subject to judicial review.

The Commission is also concemned that service reliability on rural Tribal lands has become
degraded. Therefore, within six months of the effective date of this Order, APS should compile its
SAIF], CAIDI and SAIDI numbers for all Tribal territories it serves -and provide to the Commission a

report on proposed options for improving reliability in these areas. Moreover, APS shall panicipaté

1in any future dockets related to enhancing reliability statewide.

V. Summary
This Settlement Agreemgnt resolves numerous significant, compleﬁc, and conflicting issues

aff'e;ﬁng many pértiés with very different perspectives and interests. As with every settlement, 'the'
give and take nature of negotiations ends up with a pfoduct that no one p'art.y initially proposed. The
key question when deciding whether to approve‘ such a settlement is whether thé en_d result resolves
the impbrtant issues fairly and'feasonably when takeh togéther as a whole, and m éuch a way that wili
promote the public interest. We believe that the Settlement Agreement reached by these 2 parties, |
with the rﬁodiﬁdations that we.‘mak'e herein, reaches such a result. Our agreement to rate basé thet}
PWEC assets does not mean that we are fetreating from our A cormnitrﬁent to encouragg ‘the.
deveiopmeﬁt of competition, and we expect APS and its afﬁliates. to fully 'comply with all the pro-
competltlon requlrements in the Settlement Agreement and other Comm1ssmn decisions and rules.

Addmonally, our adoption of a PSA will be a significant change for APS customers and we expect -

| APS to educate and inform its customers about all aspects of that adJustor charge in a way tha_t will

mirﬁmize confusion and misunderstandings. We also expect APS to have the required information
posted to 1ts website and its customer education program up and running before June 1, 2005, in order
to allow customers the Opportumty to implement their own conservatlon measures. Finally, we want '
to make it clear to APS that our adoption of a2 PSA does not relieve it of its obligation to effactwely
and efficiently manage its fuel costs, and that we will closely monitor APS’ performance. .
* * * * * * x  x ¥ %
Having considered the entire record herein and being fully advised ‘in the premises,- the

Commission finds, concludes, and orders that: ' ‘ : - —
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IV. FINDINGS OF FACT

1. APS is a public service corporation pn'ncipally engaged in fumnishing electricity in the |
State of Arizona. APS provides either retail or wholesale electric service to substantially all of
Arizona, with the major exceptions of the Tucson metropolitan area and about one-half of the
Pﬁoenix metropblitén area. APS also generates, sells and delivers ciectt-ié_ity"to“Whol‘csale cust‘o'mers
in the western United States ' | - | |

2. ‘ On June 27 2003 APS filed with the Commission an apphcatlon fora $175.1 mxlhon -
rate increase and for approval ofa purchased pOWeI‘ contract - ‘ ’ '

) 3. Notice of the apphcatlon was prov1ded in accordance'with thélaw ’

4, Interventlon was granted to AECC, FEA Kroger RUCO AUIA, Phelps Dodge,
IBEW, ACA/DEAA, Panda, AWC SWG, WRA CNE, SEL, DVEP UES, ACAA, Alhance
chkenburg, AnSEIA AARP SWEEP PPL Sundance, PPL Southwest SWPG Mesqmte and ‘k
Bowie. - ' ) PR | ' - |

5, t3y Prgccdurél'Otder issued_ Augiust;IS,,2__003,r‘the hearing wé_si,:s‘et “tO;C_OIIlIneIAl.CC on
April 7, 2004 and procédural dates were established for the ﬁling of testimbny and evidence.
6, On February 6, 2004 APS filed a Motlon to Amend the Rate Case Procedural
Schedule, and a procedural conference was held on Fcbruary 18 2004 to discuss the Mot1on
1. By Amended Rate Case Procedural Order xssued on February 20, 2004, the hearing’
date was rescheduled for May 25, 2004 and other procedural dates were modlﬁed ‘
8. .On April 6, 2004 Staff ﬁled a Motion to Amend the Procedural Schedule and on Apnl :

' 8v, 2004, Staff ﬁled a Memorandum mdlcatmg that represcntatlvcs of APS had contacted Staff about

the possibility of conducting settlement negdtiations.

9. A pubhc comment hearing was held on April 7, 2004.

10.. - On April 13, 2004, APS filed its Response to Staffs Motion and Staff Nonce of
Settlement Negotiations and requested a temporary suspenswn of the procedural schedule in order for
settlemerit discussions to take place. » | |

11."  Pursuant to Prd_cedural Orders issued April 7 and 12, 2004, a procedural conference to

discuss Staff's Motion was held on April 15, 2004. ‘By Procedural Order issued April 16, 2004, new
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procedural dates were established and another procedural conference was scheduled for April 28,
2004.
| 12. The April 28, 2004 procedural conference was held as scheduled and t)y Procedural
Order issued April 29, 2004, the procedural schedule was stayed and another procedural conference
was scheduled for May 26, 2004. - | -
13. - Pursuant to procedural conferences held on May 26 and June 14, 2004, and Procedural
Orders issued on May 26, June 18, and Jily 20, 2004, the stay was ext_ended in order to allow the |
parties to discuss settlement. |
14. At the August 18, 2004 Procedural Conference, the parties announced that they had
reached a settlement and the Settlement Agreement was docketed on that date. '
15. ° On August 20, 2004 -an Amended Rate Case Procedural Order was ,issued" setting the
heanng on the Sett]ement Agreement to commence on November 8, 2004, o |
'16. - The hearmg was held as scheduled on November 8,9, 10, 29, 30 and December 1, 2,
.and 3, 2004. Public comment was taken and testimony from the proponents of the Settlement
Agreement .,was presented in panel format, and testimony from the ACA/DEAA was also presented in
a panel format. o | H | SR
17. The Test Year endmg 2002 ‘Plant in Service was $4, 876 901 ,000, excludmg, _
transmission plant, and including the PWEC assets as of December 31, 2004. |
- 18.  APS’ FVRB is $5,054,426,000 and a 5.92 fair value rate of return is appropriate.

19.  Itisjust and reasonable to authonze a total annual revenue increase in the amount of

'$75,500,000, consisting of an increase in base rates of approxmate]y 3.77 percent or $67 6 mllhon

and an increase in the CRCC surcharge of approximately .44 percent, which will collect $7.9 million.
20. - A Power Supply Adjustor as set forth in the Settlement Agfeement and as modified
herein, ie in the public interest. |
21.  APS is-authorized to acquire the PWEC generation assets and rate base those assets at
a value of $700 million as of December 31, 2004,‘ under the terms and conditions as set forth in the
Settlement Agreement and herein.

22.  The Settlement Agreement will allow APS the opportunity to eam a reasonable rate of -
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return on s investment, will provide. revenues sufficient for the Compény to-provide efficient and
reliable service, and will allow for continued development of electric competition in Arizona. »

23.  APS shall implement a customer education program explaining how its PSA will work
and shall maintain on its website information explaining the‘ billing -format, rates, and charges,
including up-to-date‘information about the PSA and current gas'costs. APS shalt submit its .plan to -
1mp1ement 1ts customer education program within 30 days of the effecttve date of thxs De0151on to the "
Director of the Utxhttes Division for review and Staff shall keep the Commxssxon appnsed of the
consumer educa‘uon program. Furthermore APS shall post the requlred mfonnatmn on its website |
within 30 days of the effective date of this Dectslon |

24. The partles to the Settlement Agreement shall submit 2 PSA Plan of Administration -

| that reﬂects the determmatlons 1in this Decmon for Commxssmn approval wnhm 60 days of the

effective date of this Decxsxon | ‘ ' ‘ ‘
_ 25. . The deprecxatton rates and the costs for nuclear decommtsswmng as set forth in the
Settlement Agreement are reasonable and appropnate

2'6. Testlmony was offered at the heanng that there ‘was an’ madvertent omtssmn in |
Appendix J to the Settlement Agreement for Rate E-32- TOU in that the dehvery-related demand
charge for Rate E-032-TOU should have been reduced‘aﬁer the ﬁrst 100} kW of demand for residual |
off-peak démand and that the initial' rate block for resiuual off-peak delivery should be applied only |
to the first 100 KW of combined on-peak and residual off-peak demand. We will, therefore, direct.
APS to modify Rate E-32-TOU in accordance with these chauges in its compliance flings. -

27'. . We direct the parties to begin the DG Workshop process by evaluating the three
recommendations made by ACA/DEAA in its post hea;nng brief.

28.. In its study.to be filed within 180 days of the effective date of thlS DeCISlOI]
concerning flexibility of on- and off-peak time period_sand other time-of-use characteristics, APS |

shall also include a cost-benefit analysis of Surepay, APS’ -automatic payment program. The

| Company shall examine the cost effectiveness of the program and explore the possibility of offering a |

discount to those customers who participate in'Surepay.

29.  APS shall .ﬁle additional time-of-use programs that are similar to the Time Advantage

37 pEcIsion No. 67744
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and Combined Advantage Plans with different peak schedule(s) and tariff(s) options, within six
months of the effective date of this Decision. ‘ |
30. In a response (dated August 18, 2004) to a question from Cbmmigsioner Mundell
regarding the break-over points for tiered rates, the parties to the Settlement Agreement indicated that ]
rate E-12 has the most customers. The response also stated that the average use by a customér on rate
E-12is 770 kWh per month. Rate E-12 has three tiers with break-over points at 400 kWh perinkaonth 1
and 800 kWh per month, Paragraph 57 of the Settlement Agreément requires APS to conduct a rate
design study analyzing rate design modifications to pro;hote energy efficiency, conservation, and.
reduce peak demand. As part of the study, we will require that one of the rate design modifications
that APS shall investigate is to lower the first bmak—ovér point in rate E-12 to 350 kWh per -moﬁth'
and Jower the second break-over point to 750 kWh per month. In addition, the.c‘:h'arge (rate) per kWﬁ :
in the ﬁrst»ti'er (less than 350 kWh per month) shouldvbe‘lqwercd,.while the raté for the third‘.-.tier
(over 750 kWh per month)vshould be .raised. We will réquire 'that APS proﬁose this type of rate

V_design, or something very simiiar, for rate E-12 in its next rate case. We believe this type rate design,

coupled with the DSM measures outlined in this Order, will encourage customefs, especially high—usc'
bustome;s, {o conserve energy (thereby lowering overall dem_énd) and/'or‘_move to timeaof-use; rates
(thereby lowering peak demand). If APS or any party fo the next APS rat§ case believes this type: ‘
rat_é design would be detrimental to APS and/or it; -'custqmervs, that party shall"provide a d‘etai}ed |
explanaﬁon and examples as to how and why this type rate design would be dcirimentall ' . ﬂ

31 In order to help the state’s public and charter schoois mitigate the effects of the rate
increase, the DSM Working Group should make every effort to target DSM pfograms to schools and’
to make the implementation of DSM in schools a top priority.

32.  All DSM year-end reports filed at the Commission by APS must be certified by an

- Officer of the Company.

33.  We are modifying the definition of “self-build” to include the acquisition of a
generating unit or interest in a generating unit from any merchant or utility generator, and we will
require APS to obtain the Commission’s expressed approval for APS’ acquisition of any generating

facility or interest in a generating facility pursuant to a RFP or other competitive solicitation issued
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before January 1, 2015. Our determination herein should not be construed as signaling in any manner |
the ultimate regulatory treatment that can or will be accorded to any generating facility or interest in a

generating facrl:ty ultimately acquired by APS.

include consideration of the feasibility and unplementatron of an expanded use of ut1hty~scale solar
electric generatron mtegrated with extstmg coal ﬁred operanons APS’ agmg coal fired plants face an
increasingly emissions regulated future which may require sizeable investments to 1mprove ermssnons
control performance ’ |

35. The Settlement Agreernent also provrdes that renewable resources acqulred through

the specral RFP or future sohcrtatlons shall be subject to the Comnnssmn s customary prudencc

'revrew And whlle the Settlement Agreement further stlpulates that a renewable resource purchase

shall not be found unprudent solely because the cost of the renewable resource exceeds market pnce
we snpulate conversely that a renewable resource purchase shall not be rendered prudent solely by -
virtue of the resource’s cost bemg below 125 percent of market price. | } '
. 36.  In order to take edvantage of any avallable federal tax credits for‘reneWable energy -
production, APS should issuc the 100 MW REP 1o later than May 15, 2005. |
31 1 Anzona Public Serv1ce Company determmes that it cannot meet the goal for
r'enewable energy resources as set forth in Paragraph 69 of the Settlement Agreeme_nt, through m-_'
stete resources, it shall bring itsllproposal to purchase out-of-state resources to Staff and obtain
Commission approwral before making the out-of-state purchase‘; - .v
38. ~ We agree that the use' of an adjustor when fuel costs are volatile prevents a -txtili‘ty’s
financial condmon from deterloratmg We are less mclmed ‘however, to adopt an ad_}ustor as a way

to keep pace with load growth. Although APS’ rebuttal testlmony indicated that its fixed costs would -

increase in relation. to its load growth, we are concerned about ‘the po_tential for .single-lssue ,

ratemaking and whether APS’ fixed costs will increase in the same proportion as its fuel costs. | -
According to the late-filed exhibits, the majority of the increased fuel costs are caused by inoreased
load growth, rather than price volatility in fuel. In effect, the adjustor as designed provides annual

step increases in rates. We believe APS must have an incentive to file a rate case so that we can

39 DECISION No,, 97744
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determine the accuracy of its assertion about expenses. Therefore, we will adopt an adjustor that
collectsbor refunds the annual fuel costs that differ from the base year level. However, we will limit
the #djustor to 4 mil from the base level over thé entire term. of the PSA and will cap the balancing |
.account to an aggregate amount of $100 million. Should the Company seek to recover or refund a
bank balance pursuant to Paragraph 19E of the Settlement Agreement, the timing and manner of
fecov.ery or refund of that existing bank balance will be addressed at such time. In no event shall the
Company allow the bank balance to reach $100 million prior to seeking recovery or refund.
Féllowing a proceeding to recover or refund a bankl balance betwéeﬁ $50 million and $100 million,
the bank balance shall be reset to zero unless otherwise ordered by the Commission.

39. Wlthm three years of the effective date of this Decision, Staff shall commence a

practices.

"~ 40. - Because we are concerned about the impact bf the _PSA on low-income cu_sthmers, the
PSA shall not ajpply to the bills of individuals ﬁ/hd are enrolled m the Company’s Energy Support-
program. B | o |
" 41. - APS should work to. make its low-incbrhé assistﬁn(:e_ ‘programs vﬁdely av‘ailabie,‘
including to Native Americans living inside the Combany’s service territdry. Within 4six nionths of
thé effectivc. date of this Order, APS shall develop an outreach plan:thaf will enable it to better inform |
the staie"s Tﬁbes about the Company’s low-income assistance program. The"plan should be filed
with the Conmﬁssion and made available to Tribal authorities within APS’ sefvice'tém‘to_ry. |

42, The Commission is also concerned that service reliability on rural Tribal lands has
becofne degraded. Therefore, within six months of the effective date of this Qrder, APS vshould
compile its SATFL, CAIDI and SAIDI numbers for all Tribal territories it serves, éhd provide to the
Commission a report on proposed options for improving reliability in these 4areas‘, Moreover, APS
shall participate in any future dockets related to enhancing reliability statewide.

| V. CONCLUSIONS OF LAW

1. Arizona Public Service Company is aﬁ@blic service corporation within the meahihg of

Article XV of the Arizona Constitution and A.R.S. §§ 40-222, 250, 251, and 376."
| 67744
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2. The Commission has jurisdiction over Arizona Public Service Company and the
subject matter of the application. |
3. Notice of the apphcatlon was provxded in accordance with the law.
4 The Settlement Agreemerit, with the modifications and additional provisions contamed
herein, resolves all matters raised by APS’ rate application in a manner that is just and reasonable
and promotes the pubhc interest. AT _
© 5. The fair value of APS’ rate base is $5,054, 426, 000 and S. 92 percent is a reasonable ‘
rate of return on APS’ rate base. | R '
6. _- The rates, charges and condmons of service estabhshed herem are Just and
reasonable. . S ,
T APS should be d1rected to file revised tanffs consxstent with the Settlement Agreement ’

' and the ﬁndmgs contamed in this Order

' v _ VL ORDER
IT IS THEREFORE ORDERED that the Settlement Agreement attached hereto as_
Attachment Aas modlﬁed herein is approved , _ .
IT1IS FURTHER ORDERED that Arizona Public Servwe Company is hereby dlrected to ﬁle |
thh the Comrmsston on or before March 31, 2005, revised schedules of rates and charges conmstent :
with Exh1b1t A and the ﬁndmgs herem |
CITIS FURTHER ORDERED that the revised schedules of rates and charges shall be effectlve '

1 forall servxce rendered on and afcer Apnl 1, 200’5

_ 1T IS FURTHER ORDERED that Arizona Public Serv1ce Company shall notify its affected
customers of the rev1sed schedules of rates and charges authorized herein by means of an insert In its
next regularly scheduled - billing and - by posting on its website, in a form approved by the ,
Commission’s Utilities Division Staff.

IT IS FURTHER ORDERED that Arizona Public Service Company shall implement a

 customer education program explaining how its PSA will work and shall maintain on its website | -

mformatton explammg the bxlhng format, rates, and charges, including up-to -date information about

7744

the PSA and current gas __costs.
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IT IS FURTHER ORDERED that within 30 days of the effective date of this Decision, .
Arizona Public Service Company shall submit its plan to implement its customer education program
to the Director of the Utilities Division for review and Staff shall keep the Commission apprised of
the consumer education program. -

IT IS FURTI-IER ORDERED that within 30 days of the effective date of this Decision _
Anzona Public Semce Company shall post on its website, mformatlon explaining the billing format,
rates, and charges, including up-to-date information about the PSA and current gas costs.

IT IS FURTHER ORDERED that Arizona Public Service Company shall 1mplement and

‘comply with the terms of the Settlement Agreement including filing all reports, studies, and plans as

set forth in the Settlement Agreement and as modified herein.

IT IS FURTHER ORDERED that the partles to the Settlement Agreement shall submxt aPSA
Plan of Admmlstratlon that reflects the determinations in this Decision for Commission approval
within 60 days of the effectwe date of this Decision. 'v

ITIS FURTHER ORDERED that Arizona Public Service Company shall forgo any present or |
future clalms of strandcd costs assomated with any of the PWEC assets

IT IS FURTHER ORDERED that the Commission’s Utxhtles Dlvxswn Staff shall schedule
workshops on resource planning issues and distributed generatlon issues. within 90 days of the
effective.date of this Decision. |

IT IS FURTHER ORDERED that Arzzona Public Servme Company shall modxfy Rate E-32- | -

TOU in accordance with the discussion and ﬁndmgs herem '

I'I‘ IS FURTHER ORDERED that the parties shall begin the DG workshop proccss by |. ]

evaluating the three recommendations made by ACA/DEAA in its post hearing brief. ‘
IT IS FURTHER ORDERED that in its study to be filed within 180 days of tho effective date

of this Decision concoming flexibility of on- and.off-peak ﬁme periods and other time-of-use |

characteristics, Arizona Public Service Company shall also include a cost-benefit analysis of

Surepay, Arizona Public Service Company’s automatic payment program. The Company shall '

examine the cost effectiveness of the program and explore the possibility of offering a discount to | -

those customers who participate in Surepay.
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IT IS FURTHER ORDERED that Arizona Public Service Cornpa.ny shall file additional rime-
of-use programs that are similar to the Time AdVantag’e and Combined vAc.lvantage Plans with
different peak schedule(s) and tariff(s) options, within six months of the effeetiye date of this
Decision. | | | | _

~ IT IS FURTHER ORDERED that Arizona Public Service Compeny’s rate design study shall
include the issues addressed in Findings of Fact No. 30, and Arizona Public Service Comps'ny shall
propose arate desrgn addressmg these 1ssues inits next rate case. " |

IT IS FURTHER ORDERED that in order to help the state’ s publlc and charter schoolsv

mmgate the effects of the rate increase, the DSM Workmg Group should make every effort to target

: DSM programs to schools and to make the unplementanon of DSM in schools a top pnonty

IT IS FURTHER ORDERED that all DSM year-end reports filed at the Commrssron by |
Arizona Publrc Servrce Company must be certified by an Ofﬁcer of the Company
- ITBs FURTHER ORDERED that Anzona Pubhc Semce Company shall comply with
Fmdmgs of Facts No. 33 when acquiring a generating unit or an mterest in one. . ' '.
IT 1S FURTHER ORDERED that the ‘resource planning workshops shall 1nclude
consideration of the feas1b111ty and 1mplementauon of an er;parrded use of utrhty—scale solar electnc
generatxon mtegrated with existing coal fired operatlons
CITIS FURTHER ORDERED that in order to take advantage of any available federal tax |
credits for renewable energy production, Arizona PubthSerwceCompany shall issue the 100 MW |
RFP no later than May 15, 2005. S
- IT IS FURTHER ORDERED that if Arizona Public Service Company determines that it |

cannot meet the goal for renewable energy resources as-set forth in Paragraph 69 of the Settlement

~ Agreement through in-state resources, it shall bring its proposal to purchase out- of-state resources to

Staff and obtain Commxssron approval before making the out-of—state purchase

IT IS FURTHER ORDERED that within thre¢ years of the effective date of this Decision,

- Staff shall commence a procurer'rrent review of Arizona Public Service Company’s fuel, purchased

power, generating practices and off~sys‘tem‘sa1es practices.

IT IS FURTHER ORDERED that the PSA shall not apply to the bills of individuals who are |
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enrolled in the Company’s Energy Support program.

IT IS FURTHER ORDERED that within six months of the effective date of this Decision,

Arizona Public Service Company shall develop an outreach plan that will enable itto bi:tter inform
the state’s Tribes about the Company’s low-income assistance programs. The plan shall be»ﬁ]ed with |
the Commission and made available to Tribal authorities within Arizona Public Service Company’s
service territory. ) | o : : -

IT IS FURTHER ORDERED that within six months of the effective date of this Deci'sion’, |
Arizona Public Service Company shall compile its SAIFI, CAIDI and -SAfDI numbers for all Tribal
tcn'itories it serves and provide to the Commission a report on proposed options fbr 'i.mpr‘oving
reliability in these areas and- Arizona Public Service Company shall partmpate in any future dockets ]

related to enhancmg rehabxhty statewide.

pECIsionNo, 67744
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IT IS FURTHER ORDERED that the Commission’s Utilities Division Staff shall initiate a
rulema_kjng p__rocec‘ding to modify A.A.C. R14-2-1618 within I20 days of the effeﬁtive date of this
) Decision. ' ; | :

IT IS FURTHER ORDERED that th]S Decision shall become effectlve immediately.
' BY ORDER OF THE ARIZONA CORPORATION COMMISSION

.CUMMISSIONER pefMMISSIONER

COMMISSIONER - COMMISSIONER®

. IN WITNESS WHEREOQF, I, BRIAN C. McNEIL, Executive
Secretary of the Arizona Corporatlon Commlssxon, have
hereunto set my hand and ‘caused the official seal of the
COmm1 sion to bff: affixed at the Capltol in the City of Phoemx

day o

\DISSENT S i £t

DISSENT
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A’ITORNEY FOR KROGER Co.

CYNTHIA ZWICK

ARIZONA COMMUNITY ACTION Assocnmor»:
2627 N. 3*? STREET, STE. TWO :
PHOENIX, AZ 85004

S.DAVID CHILDERS

LOW & CHILDERS

2999 NORTH 44™ STREET, STE 250
PHOENIX, AZ 85018

I|ATTORNEY FOR ARIZONA COMPETITIV'E
| POWER ALLIANCE

'JAMES M. VAN NOSTRAND

KATHERINE MCDOWELL

GEORGE M. GALLOWAY '

STOELRIVES ‘

900 SW FIFTH AVENUE, STE 2600

PORTLAND, OR 97204

ATTORNEYS FOR ARIZONA COMPETITIVE
POWER ALLIANCE.

GREG PATTERSON, EXECUTIVE DIRECTOR
ARIZONA COMPETITIVE POWER ALLIANCE
916 WEST ADAMS, STE. 3

PHOENIX, AZ 85007

MICHAEL A. CURTIS -

MARTINEZ & CURTIS, P.C.

2712 N. SEVENTH STREET

PHOENIX, AZ 85006-1090

ATTORNEYS FOR TOWN OF WICKENBURG
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- REBECCA C. SALISBURY

56™ FIGHTER WING JA

" 7383 N. LITCHFIELD ROAD

LUKE AFB, AZ 85309-1540
ATTORNEY FOR  FEDERAL

EXECUTIVE
AGENCIES '

_ JON POSTON

AARP ELECTRIC RATE PROJECT

" 6733 EAST DALE LANE

CAVE CREEK, AZ 85331

CORALETTE HANNON

AARP DEPARTMENT OF STATE AFFIARS
6705 REEDY CREEK ROAD

CHARLOTTE, NC 28215

LAWRENCE V. ROBERTSON

MUNGER CHADWICK
- 333 N. WILMOT, STE. 300

TUCSON, AZ 85711

ATTORNEYS FOR SOU'IHWESTERN POWER
GROUPIL, LLC,

MESQUITE POWER AND BOWIE POWER
STATION

" JAYLMOYES

MOYES STOREY" .~

1850 N. CENTRAL AVE, #1100 -

PHOENIX, AZ 85004 )
ATTORNEYS FOR PPL SUNDANCE LLC AND PPL -
SOUTHWEST GENERATION HOLDINGS, LLC

JESSE A. DILLON

PPL SERVICES CORPORATION

TWO N. NINTH STREET .
ALLENTOWN, PA 18101

'SEAN SEITZ

ARISEIA
5056 S. 40™ STREET, SUITE C
PHOENIX, ARIZONA 85040

ROBERT ANNAN
ANNAN GROUP

" 6605 E. EVENING GLOW DRIVE

PHOENIX, AZ 85262

DOUGLAS V. FANT
AZCOGEN ASSOCIATION
80 E. COLUMBUS -
PHOENIX, AZ 85012

CYNTHIA ZWICK

ARIZONA COMMUNITY ACTION ASSOCIATION
224 SOUTH THIRD AVE
YUMA, AZ 85364
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CHRISTOPHER KEMPLEY, CHIEF COUNSEL
LEGALDIVISION

ARIZONA CORPORATION COMMISSION
1200 WEST WASHINGTON STREET
PHOENIX, AZ 85007
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ERNEST G. JOHNSON, DIRECTOR
UTILITIES DIVISION

ARIZONA CORPORATION COMMISSION
1200 WEST WASHINGTON STREET
PHOENIX, AZ 85007
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DOCKET NOQ. E-01345A-03.0437

.

PROPOSED SETTLEMENT
OF
DOCKET NO. E-01345A-03-0437
-ARIZONA PUBLIC SERVICE COMPANY
REQUEST FOR RATE ADJUSTMENT

The purpose of this agreement (“Agreement”) is to settle 'disputed issues related to
Docket No. E-01345A-03- 0437, Arizona Public Service Company’s application to increase rates.
This Agreement is entered into by the following entities:

Arizona Public Service Company: (“APS”) . Arizona Utility Investors Association
Arizona Competitive Power Alliance Southwestern Power Group II, LLC
Federal Executive Agencies > - Bowie Power Station _
Constellation NewEnergy, Inc. o " Arizona Community ActlorrAssomatxon
Strategic Energy, L.L.C. - o IBEW, AFL-CIO, CLC, Local Unions 387,

~ Southwest Energy Efficiency Pro;ect S 640, and 769 -
_Western Resource Advocates Kroger Co. .
Mesquite Power, L.L.C. .. Dome Valley Energy Partners b L C

 PPL Sundance Energy, L.L.C. Arizona Solar Energy Industries Association
PPL Southwest Generation Holdings, L.L. C - Residential Utility Consumer Office '
Arizonans. for Electric Choice and Competition Staff Arizona Corporatlon Cornmxssmn
Phelps Dodge Mlmng Company :

These entities shall be referred to collectwely as “Partzes " The followmg numbered
paragraphs comprise the Parties’ Agreement. :

RECITALS

1. . The pﬁrpose of this Agreement is to settle all issues presented by Docket No.
E-01345A-03-0437 in a manner that will promote the public interest.

. 2. The Parties agree that the negotiation process undertaken in this matter was open
to all Intervenors and provided all Intervenors with an equal opportunity to participate. All
Intervenors were notified of the settlement process and encouraged to participate.

3. The Parties agree that the terms of this Agreement will serve the public interest by
providing a just and reasonable resolution of the issues presented by APS’ rate case, Docket No.
E-01345A-03-0437. The adoption of this Agreement will further serve the public interest by
allowing the Parties to avoid the expense and delay associated with litigation.

DECISION NG, 67744 = '~
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TERMS AND CONDITIONS

1. Revenue Requirement

4. For ratemakmg purposes and for the purposes of this Agreement, the Parties agree
that APS will receive a total increase of $75,500,000 over its adjusted 2002 test year revenue of
$1,791,584,000. This amount is equal to an approximate 3.77 percent increase in base rates plus
‘an approximate .44 percent increase for the Competition Rules Compliance Charge discussed in
Section X1 of this Agreement. This equals a total mcrease of approxnnately 4,21 percent over -

- APS’ adJustcd test year revenue. .

: s, For ratemaking purposes and for the purposes of this Agreement the Parties agree
that APS shall have a fair value rate base of $6,281,885,000. The revenue increase established in
this Agreement will provide APS with an opportunity to eam a fair value rate of retumn of 5.92
percent. ’

I, PWEC Asset Treatment

© 6. In con51derat10n of the provxsxons of this Agreement as a whole, the Parties agree
that it is in the public interest for APS to acquire and to rate base the following units currently
owned by Pinnacle West Energy Corporation (“PWEC"): West Phoenix CC-4 West Phoenix
CC-5, Saguaro CT-3, Redhawk CC-1, and Redhawk CC-2 (collectlvely, the “PWEC Assets”).
The generation costs related to these units will be recovered. in the generation component of
unbundled rates; the ancillary service costs related to these units will be recovered in the
* transmission component of unbundled rates. -

7. The PWEC Assets shall have an ongmal cost rate base value of $700 million,
-which represents a $148,000,000 disallowance from the original cost of these assets as of
December 31, 2004. This disallowance represents a reasonable estimate of the value to APS’ -
ratepayers of the remaining term of the Track B contract between APS and PWEC

8. APS will forego any present or future claims of stranded costs assocxated with any
of the PWEC Assets.
9.  The Partles recogmze that APS is required to seek approval of certain aspects of

the asset transfer from the Federal Energy Regulatory Commission (“FERC™). APS will use its
best efforts to obtain such approval. APS shall file a request for FERC approval of the asset
transfer no sooner than the date of the Commission’s approval of this matter but no later than
thirty days after such approval. If the Commission approves the Agreement without material
change, APS shall be authorized to inform FERC that the Parties support APS’ efforts to obtain
FERC approval of the specific asset transfer set forth in this Agreement. If the Commission
approves the Agreement with one or more material changes, APS shall not claim the support of
any Party that is adversely affected by the material change(s) without first obtaining that Party’s
consent. No Party shall file with FERC any objection to. the asset transfer, and no Party shall be

o . ! 677‘43';7;
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obligated to intervene or to join or ﬁle any pleadmos in support of FERC approval of the asset
transfer. : ,

10.  To bridge the time between the effective date of the rate increase and the actual
" date of the asset transfer, APS and PWEC will execute a cost-based purchased power agreement
(“Bridge PPA™), which will be based on the value of the PWEC Assets established in Paragraph
7. During the term of the Bridge PPA, APS will flow fuel costs related to the PWEC Assets and -
off-system sales revenue related to the PWEC Assets through the power supply adjustor (“PSA™)
addressed in Section IV below. Any demand and non-fuel energy charges incurred under this -
" Bridge PPA will be excluded from recovery under the PSA because they are already mcluded in
APS’ base rates.

: 11 . The Bridge PPA shall remain in effect untrl FERC issues a final order approvmcr
" the transfer of the PWEC .assets to APS and such transfer is. completed For: purposes of this
paragraph a “final order” is an order that is no longer subJect to appeal :

12.. IfFERC issues an order denymg APS’ request to acqmre the PWEC Assets the
Bridge PPA will become a thirty-year PPA. Prices in this thirty-year PPA will reflect cost-of-
service as determined by the Commission in APS’ rate proeeedmgs as if APS had acquired and
rate-based the PWEC. Assets at the value established in Paragraph 7. During the term of the:
thirty-year PPA, APS will flow fuel costs related to the PWEC Assets and off-system sales -
_revenue related to the PWEC Assets through the PSA addiessed in Section IV below. Unless
- otherwise ordered by the Commission, any déemand and non-fuel energy charges incurred under
this long-term PPA will be excluded from recovery under the PSA and will instead be reflected
in APS’ base rates. Except as specifically set forth in this Paragraph, this Agreement does not .
establish the regulatory or ratemakmv treatrnent of the long-term PPA. S

-

13.  If FERC issues an order approving APS’ request to acquire the PWEC Assets at a
value materially less than $700 million, or if FERC issues an order approvmo the transfer of
- fewer than all of the PWEC Assets, or if FERC issues an order that is materially inconsistent
with this Agreement, APS shall promptly file an appropriate application with the Commission so -
that rates may be adjusted. In these circumstances, the Bridge PPA shall continue.at least until ..
the conclusion. of this subsequent proceeding to con51der any appropnate adjustment to APS’
rates :

14.  The basis _point credit established in Decision No. 65796 will continue as long as |
 the associated debt between APS and PWEC is outstanding. Crédit for amounts deferred after
December 31, 2004 shall be reflected in APS’ next general rate proceeding.

15.  The Parties agree that West Phoenix CC-4 and West Phoenix CC-5 shall be
deemed to be “local generation™ as that term is defined in the AISA protocol or any successor
FERC-approved protocol. During must-run conditions, generation from the West Phoenix
facxhty shall be available at FERC-approved cost-of-service prices to electric service providers
serving direct access load in the Phoenix load pocket.




16.

equity shall be adopted for ratemaking purposes.

17.

18.

19.

‘characteristics.

a.

. b

* March 1% of each subsequent year. The adjustor rate shall become effective w1th
the first bllhng cycle in Apnl unless suspended by the Commission. '

~ the customers and ten (10) percent for APS with no maximum sha.rmg amount.

.shall carry over to the subsequent year or years. The can'yover amount shall not
"be subject to further sharing- as descnbed above in Paragraph.19.c in the

" a surcharge created pursuant to this provision.

@

_' The adJustor rate, initially set at zero, W111 be reset on Apnl 1, 2006 and thereaﬁer
" on April 1¥ of each subsequent year. APS will submit a publicly available report

' There shall be a bandwidth whxch shall limit the change in the adjustor rate to

DOCKET NO. E-01345A-03-0437 .

J11. Cost of Capital

The Parties agree that a capital structure of 55% long-term debt and 45% common

The Par_ties agree that a return on common equity of 10.25% is appropriate.

The Parties agree that an embedded cost of long-teﬁn debt of 5.8% s appfopn’ate._

IV. Power Supply Adjustor

A Power Supply Adjustor (“PSA™) shall be adopted with the following

'I‘he PSA shall include both fuel and purchased power

“that shows the calculation of the new rate on March 1, 2006 and thereafier on

There shall be an incentive mechanism where APS and 1ts customers sha]l share
in the costs or savings. The percentage of sharing shall be ninety (90) percent for

plus or minus. $0.004 per kilowatt hour (“kWh") per year. Any additional
recoverable or refundable amounts shall be recorded in a balancing account and -

subsequent year or years.

When the size of the balancing account reaches either plus or minus $50 million,
APS will have forty-five days to file for Commission approval of a surcharge to
_amortize the over-recovered/under-recovered balance and to reset the balancing
account to zero. If APS does not want to reset the balance to zero, it shall file a
report explaining why. Commission action shall be required to estabhsh or revise

‘Subject to paragraphs 19.c and 19.d, ratepayers shall receive the benefits of all
off-system sales margins through a credit to the PSA balance

The PSA 1s the appropriate mechanism for recovery of the prudent direct costs of -
contracts used for hedging fuel and purchased power costs.

| 44
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h. The balancing account shall accrue interest based on the cone-year nominal
Treasury constant maturities rate. This rate is contained in the Federal Reserve
Statistical Release, H-15, or its successor publication.

i The Cdmmis’s’idn or iﬁs Staff may review the prudence of fuel and power - .

purchases at any time.

j. The Commission or its Staff may review any calculations associated with the PSA
at any time. ‘ : B -

- k.. Any costs flowed through the:'adjﬁstor shall be subject to. refund if thé_

-Commission later determines that the costs were not prudently incurred.

_ _. 20: Beginniﬁg sixty days from the effective date of a Commission order :approvi_ng _
_this Agreement, APS shall provide monthly reports to ‘Staff’s’ Compliance. Section and to the
' Residential Utility Consumer Office detailing all calculations related to the PSA. These monthly - -

- following items: .
Ca | I.‘Ba’nk balaﬁce calcﬁiation, includirig all.in].mts:andt OIUth.:!tS. o
‘b, Total power and fdel_ cos‘;s;' B o
. Customer sales in both KWh and dollars by custome class.
- d. The riumbec of customers by customer class. |

. A dotailed listing of all items excluded from the PSA calculations.
£ Adetailed listing-of any -adjﬁstments to adjustor reports. . - -
g Total off-system sales margins.

h. System losses in MW and MWh. |

i. Monthly maximum retail demand in MW.
J- Identification of a contact person and phone number from APS for questions.
21 Beginning sixty days from the effective date of a Commission order approving

this Agreement, APS shall provide additional reports to Staff each month including information
as set forth in paragraphs 22, 23, and 24 about APS’ generating units, power purchases, and fuel

purchases. These monthly reports shall thereafter be due on the first day of the third month - '

'DECISION NO.
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*reporting month. These reports shall be publicly available and shall contain, at a minimum, the
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following the end of the reporting month. These additional reports may be provided
confidentially. ' '

- 22, The information for each generating unit shall include, at a minimum, the
following items: '

a The net generatiqn, in MWh per month, and twelve months cumulaﬁVely. :

b.-  The avc*;rage heat rate, both monthly and twelve~month average.

c. The equwalent forced-outaoe rate, both monthly and twelve-month average. -
~d. - The outage mformanon for each month, mcludmg, but not lnmted to eventvtype

start date and time, end date and time, descnptlon
e. Total fuel costs per month.
. £ The fuel cost per kWh per month.

' 23, At a minimum, the mformatlon on power purchases shall consist of the followmg
items per seller:

a..  The quant1ty purchased in MWh
b.  The demand purchased in MW to the extent spec1ﬁed in contract
c.  The total cost for demand to the extent specified in contract..

d.  The total cost for energy.

.Information on economy mterchange purchases may be aggregated Thcse
reports shall also 1nc1ude an itemization of off-system sales margins. - -

24. . At a2 minimum, the information on fuel purchases shall consist of the following
information: ‘ ' -

a. Natural gas interstate pipeline costs, itemized by pipeline and by individual cost
components, such as reservation charge and incremental cost.

b. Natural gas commodity costs, categorized by short term purchases (one month or
less) and longer term purchases, including price per therm, total cost, supply
basin, and volume, by contract.

25.  Within sixty days after Commission approval of this: Agreement, APS shall -
provide the information specified in paragraphs 20-24 relating to the base cost of fuel and
purchased power adopted for the test year settlement revenue requirement. -

a _ ‘ 67 S
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26. . An APS Officer shall certify under oath that all information provided in the
reports requued under Paragraphs 20 th:ough 25 is true and accurate to the best of his or her
information and belief.

v27. . Direct access customers and customers served under Rates E- 36 SP 1 Solar-

and Solar-2 shall be excluded fromi paymo charges under the PSA.

28.  The minimum life of the PSA shall be five years measured from the date that rates ‘

’ reeulﬁng from this proceeding go into effect. No later than four years from the date of the PSA’s

implementation, APS shall file a report that addresses the PSA’s operation, its merits, and its
shortcomings and that provides recommendations, with supporting testimony, as to whether the
PSA should remain in effect. The Commission shall consider whether to continue the PSA after
APS has filed its PSA report or during APS’ next rate case, whichever comes first. If the PSA is
reviewed during an APS rate case that concludes before the, expiration of the five-year period, or
if the Commission’s review of APS’ PSA report concludes before the expiration of the five-year

- period, any. recommendatlons to abohsh the PSA shall not take effect un’ul the ﬁve-year penod

has explred

29 If the Commxsswn de01des to retam the PSA after the review descnbed m

‘paragraph 28, the Commission may nonetheless, in' conformance with applicable procedural

requirements, abolish the PSA at any time aﬁer the ﬁve-year penod has explred and need not
conduct a rate case to do so. , o =

30. If the Comm1551on abohshes the PSA “the Comm551on shall make appropnate '

" provision for any under-recovery. or over-recovery that exists at the time of termination. The

Commission may also adjust APS’ base rates as appropriate to ensure that they reflect the costs
for fuel and purchased power. : : :

31.  The Parties agree to a base cost of fuel and purchased power of $0. 020743 per -
kWh. This amount shall be reflected in APS’ base rates

32, As part of the tariff comphance ﬁlmg set foxth in Paragraph 135 APS shall file a
plan of adrmmstratxon that descnbes how the PSA shall operate. 4

Y. Deprecxatxon

. 33. . APShas aoreed to adopt Staff's proposed service lives as set forth in Staff’s derCt
testimony, including the service lives proposed by Staff for the PWEC Assets. The Parties
further agree that APS shall be allowed a Junsdxctlonal net salvage allowance as reflected in
APS’ dlrect testimony. '

.34, The attached Appendix A sets forth the remaining service lives, net salvage
allowance, annual depreciation rates, and reserve allocation for each category of APS
depreciable property agreed to by the Parties for purposes of this proceeding and authorized by
the Commission’s approval of this Agreement.
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35.  APS will separately record and account for net salvage such that it can be
identified both as a component to annual deprecxauon expense and In accumulated reserves for
- depreciation.

36.  Amortization rates currently in effect, which are shown in Appendix A, are to
- remain in effect

-37.  For the purposes of this proceeding, the Parties agree that SFAS 143 shall not be
adopted for ratemaking purposes.

o

V1. $234 Million _Write—Off '

38.  APS shall not recover the $234 million write-off attributable to Decision No.
61973, the Comrmssmn order that approved the 1999 APS Settlement Agreement -

: -39, APS shall not seek to recover the above $234 nnlhon wnte-off in any subsequent ’
| .+ . proceeding. - , , ‘ ‘

" VII Demand Side Management (“DSM”)

'40.  Included in APS’ total test year settlement base rate revenue requirement is an . -
- annual $10 million base rate DSM allowance for the costs of approved “eligible DSM-related -
i items,” as defined in this paragraph. In addition to expending the annual $10 million base rate
i allowance, APS will be obligated to spend on average at least another §6 million annually on -
approved eligible DSM-related items, such additional amounts to be recovered by means of a
DSM adjustment mechanism as described in paragraph 43 herein. Accordingly, APS will be
, obligated under this Settlement Agreement to spend at least $48 million ($30 million in base
v " rates and at least another $18 million during calendar years 2005 ~ 2007, with the latter amount
! to be recovered by the aforementioned DSM adjustment mechanism) on approved eligible DSM- -
i - related items, all as provided in this Section VIL For purposes of this Agreement, “eligible DSM-
; . related items” shall include and be limited to “energy-efficiericy DSM programs”, as also defined
in this paragraph; a “performance incentive” in accordance with paragraph 45; and “low income
bill assistance” as specified in paragraph 42. For purposes of this Agreement, “energy-efficiency
DSM™ shall be defined as the planning, implementation and evaluation of programs that reduce
the use of electricity by means of energy-efficiency products, services, or practices.

41..  All DSM programs must be pre—approved before APS may include their costs in
any determination of total DSM costs incurred. APS may apply the costs of programs already
approved by Staff or the Commission prior to the effective date of Commission approval of this
Agreement to the annual $10 million base rate DSM allowance and to the additional spending on
eligible DSM-related items provided for in paragraphs 40 and 44. After the Commission issues
an order approving the terms of this Agreement, APS shall submit proposed DSM programs to
the Commission for approval.

- | B 67744
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42. - The annual $10 million base rate DSM allowance referenced above shall include
at least $1 million annually for the low income weatherization program. Up to $250,000 of the
$1 million provided for the low income weatherization program may be applied to low income
bill assistance during any calendar year. If APS does not expend the entire $250,000 on low
income bill assistance, the balance shall be available for low income weatherization. APS shall

file an application for Commission approval of the low income weatherization program,
“including bill assistance and -administrative costs, w1thm sixty days of the Commxssxon S
approval of this Agreement.

43 A DSM ad;ustment mechanism w111 be estabhshed n tlus proceedmg for any

approved DSM expenditures in excess of the annual $10 million base rate DSM allowance. The

. adjustor rate, initially set at zero, will be reset ori March 1, 2006 and thereafter on March 1% of

~each subsequent year. Beforé March 1%, beginning in 2006, APS shall file a request with

supporting documentation to revise its DSM adjustor rate. The per-kWh charge for the year will

be calculated by dividing the account balance by the number of kWh used by customers in the

previous calendar year. General Service customers that are demand billed will pay a per kW -

charge instead of a per kWh charge. To calculate the per kW charge, the account balance shall

 first be allocated to the General Service class based upon the number of kWh consumed by that
class. General Service customers that are not demand billed shall pay the DSM adjustor rate on a -

per KWh basis. The remainder of the account balance allocated to the General Service class shall

. then be divided by the kW billing determinant for the demand billed customers in that class to

. determine the per kW DSM adjustor charge The DSM adjustor will be apphed to both standard

- offer and chrect access customers .

44, As provided for in paragraph 40, and in addltlon to the annual $10 mllhon base
rate DSM allowance, APS will -spend on average at least $6 million annually on approved -
ehglble DSM-related items to be recovered by the DSM adjustor mechanism established in
paragraph 43. APS may gradually phase-m its DSM spending, but will be obligated to expend no-
less than $48 million, $30 million in base rates and at least $18 million to. be recovered through
the DSM adjustment mechanism established under paragraph 43, all on approved and eligible -
DSM-related items over the initjal three-year period of calendar years 2005 through 2007.
Moreover, APS will be obligated to expend at least $13 million on approved and eligible DSM-
related items during' 2005 (subject to the Commission’s timely approval of sufficient programs),
with such $13 million spending obhganon to be pro-rated for 2005 to the extent Commission
approval of the Final Plan called for in paragraph 48 occurs after January 1, 2005. In no event
will such pro-ration reduce APS’ 2005 obligation below the annual $10 million base rate DSM
allowance. Consistent with paragraph 43, all required and approved spending on eligible DSM-
related items above the annual $10 million base rate allowance wﬂl be recovered by APS only on

an “after-the-fact” basis through the DSM adjustment mechamsm :

45.  APS will be permitted to earn and recover a performance incentive based on a
share of the net economic benefits (benefits minus costs) from the energy-efficiency DSM
programs approved in accordance with paragraph 41. Such performance incentive will be capped
at 10% of the total amount of DSM spending, inclusive of the program incentive, provided for in
this Agreement (e.g., $1.6 million out of the $16 million average annual spending referenced in
paragraphs 40 and 44 or $4.8 mllhon over the initial three-year period). Any such- performance

6774.4.
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incentive coilected by APS during a test year will be considered as a credit against APS’ test
year base revenue requirement. The specific performance incentive will be set forth in and
- approved as a part of the Final Plan referenced in paragraph 48.

46.  This Agreement does not provide for the recovery of net lost revenues. Exceptto -
the extent reflected in a test year used to establish APS rates in future rate proceedings; or unless
otherwise authorized by the Commission in a separate non-rate case proceeding, APS shall not
recover or seek to recover net lost revenues on a going-forward basis. In no event will APS
recover or seek to recover net lost revenues incurred in periods prior to such test year or for
periods prior to the Commission’s authorization of net lost revenue recovery in a separate non- -
Tate case proceeding. In addition, no recovery of net lost revenues by APS will reduce the DSM

- spending commitments embodied in this Agreement or be cons1dcred as an ehglble DSM-related
item for purposes of thls Section. ' :

47. . Attached as Appenduc B is a preliminary plan (“‘Preliminary Plan") for ehglble o
DSM-related items for calendar 2005, including a listing and brief description of programs,
- program concepts and program’ strategies and tactics. The: Preliminary Plan also provides a
preliminary allocation of the $16 million referenced in paragraph 40. The Preliminary Plan wﬂl :
be considered and approved by the Commission as pan of this Agreement .

: 48."  Within 120 days of the Commission’s approval of the Prehmmary Plan APS will,

~ with input and assistance from the collaborative created pursuant to paragraph 54, file with the
‘Commission a final 2005 DSM plan (“Final Plan™) that is consistent with the approved -
Preliminary Plan. The Final Plan will be submitted to the Commission for its consideration and -
approval. As part of the Commission’s review, Staff shall report its recommendation to the
Commission regarding the Final Plan, including its recommendations regarding the program
budgets, estimates of energy savings and load reductlons and the cost-effectiveness of such o
Final Plan, -

49. ° APS may request Commission approval for DSM program costs and performance
incentives that exceed the $16 million ($48 million over three years) level referenced in -
paragraph 40. Such additional DSM programs may include demand-side response and additional
energy efﬁciency programs.

50.  For residential billing purposes, APS shall combme the DSM adjustor with the
EPS adjustor addressed in paragraph 63 and shall reflect such combined billing charge as an
“Environmental Benefits Surcharge.” For the billing of general service and other non-residential
customers, APS miay but is not required to provide for such combined billing of the EPS and
DSM adjustment mechanisms. In any event, each such adjustor shall be separately set forth in
the Company’s rate schedules and shall be separately accounted for in the Company’s books

* records, and reports to the Com:mssmn

51. If, notwithstanding the provisions of paragraphs 40 and 44, APS does not expend.
during calendar years 2005 through 2007 at least $30 million (in total) of the base rate allowance
referenced in paragraph 40 for approved and eligible DSM-related items, as that latter term'is - -
defined in paragraph 40, the unspent amount of the $30 million will be credited to the account
balance for the DSM adjustor described in Paragraph 43 in 2008.

i - - . 67744
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52.
containing the following information separately for each DSM program:

a.v

b

k.

L
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Beginning in 2005, APS will file mid-year and end-year reports in Docket Control

A brief ‘_description of the program.
Program _modiﬁcations.

Program goals, _objectivés, and savings targets. -

B Programs terminated.

The level of participatiim

- .kW and kWh savmgs

'Problems encountered a.nd proposed solutlons

Findings from all research pro;ects.

Other’ 51grnﬁcant mformanon

A descnptlon of evaluanon and momtonng acnvmes and results '

,fBeneﬁts and et beneﬁts both m dollaxs, as Well as perfoxmance mcentwe
: calcula’uon : : :

v‘ Costs mcurred dunng the reportmg penod dlsaggegated by type of cost such as
- administrative costs, rebates, and momtonng costs o ,

Each report will be due ‘on thc first day of the third month aﬁer the conclusion of the reportmv

' penod
53,

54,

submitting a proposal shall have the responsibility for demonstrating the appropriateness of that

Direct access customers shall be eligible to participate in APS DSM pmgrams.'

APS shall implement and maintain a collaborative DSM working group to solicit
and facilitate stakeholder input, advise APS on program implementation, dévelop future DSM
programs, and review DSM program performance. The DSM working group shall review APS’
draft program plans and reports before APS submits them to the Commission. APS shall,
however, retain responsibility for demonstrating to the Commission the appropriateness of any
program proposed by APS. Any DSM program proposed by APS may be modified by the
Commission as it finds appropriate. If APS does not submit a DSM program proposal considered
by the collaborative DSM working group to the Commission, any member of the working group
may submit the proposal directly to the Commission for its review and approval with such
modifications as the Commission finds appropriate. In such instance, the member or members

11
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_ program to the Commission. At a minimum, Staff, RUCO, AECC, the Arizona State Energy
' Office, WRA and SWEEP will be invited to participate with APS in the above collaborative
: DSM working group. Commission Staff shall continue to exercise its responsibility to review
and make independent recommendations to the Commission in connection with any DSM

prograrn proposal submitted by APS or any other member of the working group.

_ 55.  APS shall conduct a study to review and evaluate the merits of allowing large

i ' customers to self-direct any DSM investments. In conducting this study, APS shall seek the

" input of the collaborative DSM working group provided by paragraph 54. This study shall be
ﬁled within one year of the Commission’s approval of this Agreement '

_ 56. Any customer who can demonstrate an active DSM program and whose smgle ,
! ' " site-usage is twenty MW or greater may file a petition with the Commission for exemption from
© . the DSM adjustor. The public shall have 20 days to comment on such petition: In considering -
any petition pursuant to this paragraph the Commission may cons1der the comments received
and any other information that is relevant to the customer’s. request.. nr S

o 57. Rate designs that encourage energy efﬁcxency, dlscourage wasteful and
i S uneconomic use of energy, and reduce peak demand are integral parts of an overall DSM
: strategy. To that end, APS will conduct a study analyzing rate design modifications that could
i - include, among others, consideration of mandatory TOU rates (e.g,, for E-32 general service .
. customers) and/or expanded use of inclining block rates. A plan for such study and analysis of
rate design modifications shall be presented to the collaborative DSM working group described
in paragraph 54 within 90 days of the Commission’s approval of this Agreement.” APS will .
submit to the Commission the final results of this study and analysis of rate design modifications
as part of its next general rate application or within 15 months of approval of this Agreement,
whichever occurs first. If the study and analysis indicate that one or more of the rate design
modifications studied is reasonable, cost-effective and practical, APS shall develop and propose
to the Commission any appropriate rate design modifications. o

58. The DSM activities provided for in this section are in addmon to any DSM
acqulrcd as part of the competitive procurement process described in Section IX.

i 59. The Commission will address other issues, such as DSM goals, cost-effectiveneés', '
! and evaluation, in a generic proceeding. :

60.  As part of the tariff compliance filing set forth in Paragraph 135, APS shall file a
plan of administration that describes how the DSM adjustor shall operate. Commission Staff
shall review and approve the plan of administration in connection with its overall comphance
review following APS' compliance filings in this docket.

VIII. Environmental Portfolio Standard and other Renewables Programs

61.  Included in APS’ total test year settlement revenue requirement and existing EPS
surcharge revenues is $12.5 million for renewables as defined in the Commission’s v
environmental portfolio standard (“EPS™), A.A.C. R14-2-1618 (“Rule 1618"). -

H
. e
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- 62, APS shall recover $6 mllhon of the above §12.5 million in the base rates provided
for in this Agreement

63.  APS shall also recover costs for EPS-eligible renewables through the EPS
surcharge, which shall be established in this case as an adjustment mechanism to allow for
specific Comxmssmn—approved changes to APS’ EPS funding. The initial charge will be the
same as contained in the current EPS surcharge tariff, including caps. If the Commission
amends the EPS surcharge set forth in Rule 1618 or approves additional EPS. funding pursuant to-
paragraph 64 of this Agreement, any change in EPS funding requirements resulting from such
actions shall be collected from APS’ customers in a manner that maintains the proportions
between customer categories embodlcd in the current EPS surcharge. These adjustmcnts may be :
_made outside a rate case. : : »

64. - Prior to spendmg addxtxonal funds, APS may apply to the Comnnsswn to mcrease
its EPS funding beyond that provided in base rates and the EPS surcharge In its apphcatlon
APS shall prowde the followmg lnformanon v _ ,

a. APS shall cXplam why it has been unable to meet thc standard.

A -..b. - 'APS shall account for all EPS funds that it has collected ﬁ'om ratepayers and shall :
describe how they were spent. .

c. APS shall support the prudencc and cost effecuveness ofall its EPS expendltures

d. APS shall demonstratc that it has appropnately rnanaged its EPS fundmg and-
, programs

e.  If APS has chosen to expend EPS funding on technologies, programs, or other
. items that do not represent the least cost method for meeting the standard
- established in Rule 1618, APS shall identify each such mstancc and explam why
it chose to employ other than the least cost alternative. -

R

f. APS shall set forth a plan for meeting the standard and shall support the cost
effectiveness of each element of the plan. Where the plan does not employ the
" least cost alternative, APS shall identify each such instance and shall explam why. -
it 1s reasonable fo elcct a more expenswe alternative.

| _ APS shall provxde the proposed budget that it bchevcs would allow it to meet the -
standard and shall explaln the cost effectiveness of every item addressed in the :
budget.

0

h. - Inits application, 'APS shall address whether ratepayers would benefit from
partial or phased implementation of the plan and assocxated budget provxded in
response to paragraphs 64.f and 64.g.

e . 67744, .
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i APS shall identify any potential impacts on ratepayers of additional EPS funding
and shall consider how any adverse impacts may-be mitigated.

The Commission, in its discretion, may deny APS’ application'for additional EPS funding. APS
may not file an application pursuant to this paragraph until one year after the termination of the
rulemaking docket resulting from paragraph 68. :

65.  The EPS surcharge shall be recovered from both standard offer and direct access
customers. APS shall separately account for EPS revenue collected from direct access . -
customers, and such revenue shall be available to electric service providers for funding their EPS -
obligations. A ' :

-66.  For b‘illihg' pilrposcs, APS may combine the EPS adjustor with the DSM adjustor
-~ as addressed in paragraph 50. ‘ : - ‘ '

- 67. After the Commission -issues an order approving the terms-of this Agréement,
renewabled programs directly involving APS’ retail customers will be submitted to the
Comunission for approval. : S : o

R 68'. The Commission will address issﬁés sﬁ;h as modifying' EPS gdals ‘vor
Tequirements in a generic proceeding. Staff will initiate a rulemaking proceeding to modify Rule
1618 within 120 days of the Commission’s approval of this Agresment. - T

69. APS will issue a special RFP in 2005 seeking at least 100 MW and at least
250,000 MWh per year of any of the following types of renewable energy resources for delivery
beginning in 2006: solar, biomass/biogas, wind, small hydro (under 10 MW), hydrogen (other
than from natural gas), or geothermal. APS will, either in this solicitation or in subsequent
procurements for renewables, seek to acquire af least ten percent of its annual incremental peak
capacity needs from renewable resources. The renewable resources solicited by this RFP or

future solicitations issued pursuant to this paragraph shall be subject to the following conditions: ~

a. - Resources need not provide firm capacity, but APS will take into tonsideration
the degree of the resource’s firmness in determining the appropriate capacity
value to assign to such resource. ) ,

b. Individual resources must be capable of providing at least 20,000 MWh of
. renewable energy annually.

c. Resources must be deliverable to the APS system, either directly or through -
displacement (tradable tags or credits alone will not suffice), and the costs of
integrating a specified resource into the APS system will be considered in
determining whether a proposed resource meets the pricing requirements of this

paragraph.

d. | Resources may be, but need not be, EPS-eligible.

7744 .
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Purchased power agreements (“PPAs”) offenno renewable energy must be for a’

‘minimum term of five years, but may be for terms, including renewal Optrons of

as long as thirty years.

Respondents to this renewable energy REP must offer products with either fixed

prices or relatively stable prices that do not vary with either the price of natural
gas or of electncrty :

* Renewable resources must be no more, costly, on a levelized cost per MWh basis,

than 125% of the reasonably estimated market pnce of convent10na1 resource
altematives. S

| If APS purchaSCS renewable resources through a PPA, the 'portion.of the cost of

those resources that is at or below market prlce may be recovered through the

PSA similar to other PPA costs.

© IfAPS purchases through a PPA renewable resources that are not eligihle for EPS

recovery, the portion of the cost of those resources that is above market pnce may
be recovered through the PSA similar to other PPA costs.

If APS purchases through a PPA renewable resQurces that are ehgrble to meet

" EPS requirements, the portion of the cost of those resources that is above market
_price will be recovered from' EPS funds; however, such recovery of cost
. premiums from EPS funds in any year shall be limited to the kWh, expanded by

any applicable multipliers, necessary to meet t11en-ex1st1ng EPS requirements for
that year. If the portion of the cost that is above market price exceeds the amount -

that is available from the EPS funds as indicated above, or if the EPS fundmg is
A exhausted, the rernamder may be recovered through the PSA.

" The net proceeds from the sale of any envrronmental crcdxts or tags attnbutable to -
-the renewable resources acquxred pursuant to thxs paragraph shall be credited to
the EPS account s : _ -

Where feasrble utilization of in-state renewable resources is desirable, subject to
the limitations and requirements set forth above, but if APS does not receive

~ sufficient in-state qualified bids, APS is free to acquire qualifying out-of-state
Tesources to meet its initial goal of at.least 100 MW or its subsequent goal of

acquiring at least ten percent of its mcremental capacity needs from renewable
resources, o : oo -

Renewable resources acquired through this RFP or pursuant to Section IX that
otherwise ‘qualify for EPS treatment will be consrdered as applyma to any EPS
standard.

Renewable resources acquired through this RFP, through future solicitations for

®
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customary prudence review. The fact that the cost of resources acquired pursuant
to this paragraph exceeds market price shall not, in and of 1tself render such

purchases imprudent.

70. . At least thirty days before APS issues the final RFP for renewable resources

pursuant to this section, APS will circulate a draft of the RFP to potentially interested parties. At
least ten days before APS issues the final RFP, APS will conduct an informal meeting with

potential bidders and other interested parties to allow an opportumty for comments and

. discussion regarding the RFP

71.  If, by December 31, 2006, APS has failed to acquire at least 100 MW of

renewable resources pursuant to the RFP described in paragraph 69, APS shall, no later than

January 31, 2007, file a notice with the Commission describing the shortfall in renewable

resources, explaining the circumstances leading to the shortfall, and recommending actions to . .

the Commission. This notice shall be sent to all Parties of record in this case. Any interested
person may request that the Commission conduct a proceedmg

. 72.7' The prov1s1ons of this section shall not dlsplace APS’ rcqu1rements under the EPS
or any modlﬁcatlons to the EPS. : .

73. APS will allow and encourage all renewable resources (whether or not EPS-

eligible), distributed generation, and DSM proposals to par’uc1pate in the 2005 RFP -or similar
competltlve sohcxtatlon discussed in Section IX. :

IX. Competitive Procurement of Power

74, APS will not pursue any self-build option having an in-service date pnor to
January 1, 2015, unless expressly authorized by the Commission. For purposes of this

' Agreemen “self-build” does not include the acquisition of a generating unit or interest in a

generating unit from a non-affiliated merchant or utility generator, the acquisition of temporary

- generation needed for system reliability, distributed generation of less than fifty MW per

location, renewable resources, or the up-rating of APS generation, whxch up-ratmg shall not

' mclude the installation of new umts

75.  As part of any APS request for Commission authorization to self-build generation '

prior to 2015, APS will address:

a. The Company’s specific unmet needs for additional long-term resources. °

b. The Company’s‘ efforts to secure adequate and reasonably-priced long-term - -

resources from the competitive wholesale market to meet these needs.

c. The reasons why APS believes those efforts have been unsuccessful, either in
whole or in part. '

16 -
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d. The extent to which the request to self-build generation is consistent with any
applicable Company resource plans and competitive resource acquisition rules or
orders resulting from the workshop/rulemaking proceeding described in paragraph
79. ' |

e. The anticipafcd life-cycle cost of the proposed self-build option in c'om'parisonA
with suitable alternatives avallable from the competitive market for a comparable
period of time. »

76. 'Nothmg in this section shall be construed as relieving APS: of its existing
- obligation to prudently acquire generating resources, including but not limited to seeking the
above authonzatlon to self-build 2 generatmg resource or resources pnor to 2015.

77. The issuance of any RFP or the conduct of any other competitive sohcitation in the -
future shall not, in and of 1tself preclude APS from negotxatmg bllateral agreements w1th non- .
affiliated partles ) .

: © 78 NotW_ithstéﬁd'mg its ability to pursue bilateral agreements with non-affiliates for
long-term resources, APS will issue an RFP. or other competitive solicitation(s) no later than the
end of 2005 seeking long-term future resources of not less than 1000 MW for 2007 and beyond.

a.."‘ ’. For pmposes of this secnon “long -term” resources means’ any acqmsmon of a
’ -generating facility or an interest in a generating facility, or any PPA having a
~"term, including any extensions exercxsable by APS on a umlateral basis, of five

years or longer.

b. Neither PWEC nor any other APS affiliate will participate in such RFP or other
competitive solicitation(s) for long-term resources, and neither PWEC nor any
other APS affiliate will participate in future APS competitive solicitations for
long-terms resources without the appomtment by the Comrmssxon or its Staff of -

“an mdcpendent momtor

c. - Nothing in this section shall be construed as obhgatmo APS to accept any spemﬁc ;
~ bidor combmatlon of bids. . .

d - Al renewable resources, dlstnbuted generation, and DSM will be invited to
’ compete in such RFP or other competitive selicitation and will be evaluated in a -
consistent mamner with all other bids, including their life-cycle costs compared to

- alternatives of comparable duratlon and quality..

79. The Commission Staff will schedule workshops on resource. planning issues to
~ focus on developing needed infrastructure and developing a flexible, timely, and fair competitive
procurement process. These workshops will also consider whether and-to what extent the
competitive procurement should include an appropriate consideration of a diverse portfolio of
short, medium, and long-term purchased power, utility-owned generation, renewables, DSM, and

T . 67744
17

.‘)E@!SE@N NOC.

~
e e S




DOCKET NO, E-01345A.03-0437

4

distributed generation. The workshops will be open to all stakeholders and to the public. If
necessary, the workshops may be followed with rulemaking. :

80.  APS will continue to use its Secondary Procurement Protocol except as modified
by the express terms of this Agreement or unless the Commission authorizes otherwise,

X. Regulatorv Issues

81,  The Parties acknowledge that APS has the obligation to plan for and serve all

~ customers in its certificated service area, irrespective of size, and to recognize, in its planning,
the existence of any Comrmission direct access program and the potential for future direct access
customers. This section does not bar any Party from seeking to amend APS’ obligation to serve. -

82. Changes in retail access shall be' addressed through the Electnc Competition

Advisory Group (“ECAG”) or other similar process. The ECAG process or similar proceeding

.shall address, among other things, the resale by Affected Utilities of Revenue Cycle Semces
» (“RCSs") f Elecmc Semce Prov1ders (“ESPs") o

83 The Parties: further acknowledge that APS currently has the ablhty, subject to .
. applicable regulatory requirements, to self-build or buy new generation assets for native load, .
subject to paragraph 81, and subject to the conditions in Section IX of this Agreement

- 84. The Pames acknowledge that APS may join a FERC-approved Regional
- Transmission Orgamzatlon (“RTO") or an entity or entities performing the functions of an RTO.
APS may participate in those activities or similar activities without further order or authorization
‘from the Commission. This paragraph does not establish the ratemaking treatment for costs
.related to those activities. : :

_ 85.  This section is not intended to create or confirm an exclusive right for APS to -
provide electric service within its certificated area where others may legally also provide such -
service, to diminish any of APS’ rights to serve customers within its certificated area, or to
prevent the Commission or any ‘other. governmental entity from amendmg ‘the laws and
regulatlons relative to public service corporations. :

XI. Competition Rules Compliance Charge (“CRCC’)

~ 86. Included in the total test year revenue requirement is approxxmately SS million for
the CRCC. APS may recover $47.7 million plus imterest calculated in accordance with
paragraph 19.h through a CRCC of $0.000338/kWh over a collection period of five years. _ :

87.  When the above amount is recovered, the CRCC will terminate 1mmed1ately If
any amount remains unrecovered/overrecovered after the end of the five year period, APS shall
file an application with the Commission to adjust the CRCC to recover/refund the balance.
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88.  The CRCC shall be a separate surcharge, i.e., it shall not be included in base rates.
The CRCC shall be assessed against all customers except for those served on rate schedules
Solar -1 or Solar-2. '

89. As part of the tanff comphance ﬁhno set forth in Paragraph 135, APS shall filea
plan of administration that describes how the CRCC shall operate.

XII. Low Income Proe.rams

90.-  APS shall increase funding for marketing its B-3 and B4 tariffs to a total of }
$150,000. ' - ' ' o

'91. APS shall increase its E-3 tariff discount levéls as follows in Tab}e 1 below:

_Table 1-E-3 Discount Levels

*| Usage Level

Current Discount

New Discount

0-400 kWh

30%

40 %

 [401-800 kWh

20%

126%

801-1200 kWh

10 %

14%

| Over 1200 kWh

$10.00 -

APS shall increase its E-4 tariff discount levels as. follows in Table 2 below: -

$13.00 -

- Table 2 ~ E-4 Discount Levels

Usage Level

Current Discount

New Discount

0-800kWh

30%

40%

801-1400 kWh

20%

126 %

1401-2000 kWh

10 %

14%

1 Over 2000 kWh -~

$20.00

$26.00

‘93.  Itis the Parties’ intent to insulate eligible,low income customers from the effects
of the rate increase resulting from this Agreement. With the revisions to the E-3 and E-4 tariff
discounts set forth above, eligible low income customers will receive a net reduction in rates.

XII. Returning Customer Direct Access Charge

94,  The Returning Customer Direct Access Charge (“RCDAC™) shall be established, '
subject to the following conditions approved in Decision No. 66567:

a. The charge shall applly only to individual customers or aggregated groups of
customers of 3 MW or greater:
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b. -~ The charge shall not apply to a customer who provides APS with one year s
i advance notice of intent to take Standard Offer service.

i - c. The RCDAC rate schedule shall include a breakdown of the individual
‘ o components of the potential charge, definitions of the components, and a general
j . framework that describes the way in which the RCDAC would be calculated.

i 95.  The RCDAC shall only be established to recover from Direct Access customers
the additional costs, both one-time and recuiring, that these customers would otherwise impose
on other Standard Offer customers if and when the former return to standard offer service from

~ their competitive suppliers. The RCDAC shall not last longer than twelve months for any
K md1V1dual customer. . : :

: ' 96. As part of the tariff comphance filing set forth in Paragraph 135, APS shall ﬁle a
[ S plan of administration that describes how the RCDAC shall operate _ A

i L ‘ SR . , )GV Service Schedule Changes

.. '97. The Company s proposed Schedule 1 changes shall be adopted as modlﬁed by
Staff. Attached as Appendlx Cis Schedule 1 with the modifications provxded for by this -

: Agreement

98 The Company s changes to Schedule 3 proposed m 1ts direct testlmony shall be

‘ adopted but with the retention of the 1,000-foot construction allowance. for individual residential

customers and also with any individual residential advances of costs being refundable. Attached
as Appendlx D is Schedule 3 with the modifications provided for by this Agreement

99 The Company’s changes to Schedule 7 proposed in its direct testimony shall be
adopted except that the changes reflecting current ANSI standards shall not be made at this time
and the words “meter maintenance and testina program” will remain. Attached as Appendlx Eis
Schedule 7 with the modifications provided for by this Agreement.

100. The Company's changes to Schedule 10 proposed in its direct testimony shall be
adopted except for the amendments described in Staff’s direct testimony, which shall be
interpreted as consistent with the current provisions of A.A.C. R14-2-1612. . Attached as
Appendix F is Schedule 10 with the modifications provided for by this Agreement.-

101. Schedules 4 and 15 as set forth in APS” Application shall be approved. Appeadi'{ :
‘G is Schedule 4 with the modifications provided for by this Agreement. Appendix H is Schedule o
15 with the modifications provided for by this Agreement. -

102.' The Commission may change the service schedules as a result of the ECAG or
other similar process.

! | - | 744
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XV. Nuclear Decommissioning

103. Decomxmssmmng costs shall be as proposed in APS’ direct testunony Attached :
as Appendix [ is the level of decommissioning costs authonzed and included in APS’ total
settlement test year revenue requxrement

XVI. Transmission Cost Adjustor

- 104. A transmission cost adjustor (“TCA”) shall be established in order to ensure that
any potential direct access customers will pay the same for transmission as standard offer
customers. The TCA shall be limited to recovery (refund) of costs associated with changes in
APS’ open access transrmssmn tariff (“OATT™) or the tariff of an RTO or similar orgamza’uon

i 105. Whenever A.PS files an apphcatlon with FERC to change its transrmssmn rates, it
- shall file a notice with the Commission of its application. . APS shall at the same time also
prowde a copy of its apphcatlon to the Director of the Utlhnes Dlvxsxon

T 106. "The TCA shall not take effect until the transmlssxon component of retall rates
exceeds the test year base of $0.000476. per kWh by five percent.. When this trigger amount is -
reached, APS may file for Comnnssmn approval of a TCArate. o

107.  Aspart of the tariff compliance ﬁhng set forth in Paragraph 135, APS shall filea
»pla:n of admlmstrauon that descnbes how the TCA shall operate .

XVIIL. Dis sttrlbuted Generatlon

108. Comn'usswn Staff shall schedule workshops to consider outstandmg issues
affecting distributed generation. Staff shall refer to the results of prior distributed generation _
- workshops when determining the specific issues that will benefit from further study ‘

- 109. Ifnecessary, the workshops may be followed with rulemaklng

XVIIl. Bark Beetle Remedlatlon

110. APS is authorized to defer for later recovery the reasonable and prudent direct
costs of bark beetle remediation that exceed test year levels of tree and brush control.  The
deferral account established for this purpose shall not accrue interest:

111 In the Company’s next general rate proceeding, the Commission will determine o
the reasonableness, the prudence, and the appropriate allocation between distribution and
transmission of these costs. The Commission will also determine an appropriate amortlzatlon
period for the approved costs.
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XIX. Rate Design

~ 112. The rates set forth in this Agreement are designed to permit APS to recover an
additional $67.5 million in base revenues as compared to adjusted test year base revenues.

 113.  APS’ residential rate class' will generate an additional 3.94% of base revenue
compared with adjusted test year base revenue. Each bundled residential rate schedule will have
the same basic structure (i.e., number and size of blocks, time-of-use time periods) as APS"
existing base rates: Base rate levels shall recover the required revenue and shall permit cost-
based unbundling of Distribution and Revenue Cycle Services, including Metering, Meter
Reading, and Billing, to the degree practical. '

114. Schedule E-10 and Schedule EC-1 will continue to be frozen and will not be
eliminated in this proceeding. APS will provide notice to customers on these schedules that these

 rates will be eliminated in its next rate proceeding. Such notice shall be approved by Staff and
shall be provided on these customers’ bills at the conclusion 6f this procéeding and at the time
-that APS files its next rate case. E-10 and EC-1 will each generate an additional 4. 82% of base

revenue compared w1th adjusted test year base revenue.

115 Schedules E-12, ET-1, and ECT-1R will each generate an additional 3. 8% of base
revenue compared with adjusted test year base revenue

116. APS will continue on-peak and oﬁ'—peak rates for winter billing periods for all

residential time-of-use customers served under Schedules ET-1 and ECT- 1R. Within 180 days E

of a final decision in this proceedmg, APS will submit a study to Staff that examines ways in
which APS can implement more flexibility in changing APS’ on- and off-peak time periods and
other time-of-use characteristics, including making on-peak periods more reflective of the times

* of actual system peak. Before designing its study, APS shall consult with Staff to ensure that the -
.. Study will address all relevant issues. Time-of-use issues wﬂl be reexamined in APS' next rate _

case.

117. APS' proposed exjaerimental time-of-use periods for ET-1 and ECT-IR will be -

adopted. Annual reports evaluating the outcomes of adopting these additional time-of-use
periods will be filed with Staff. The first report will be due 12 months from the date of a
decision in this matter. The report shall make a recommendation regarding the continuation of
the experimental time-of-use periods. Before prepanng its report, APS shall consult with Staff to
ensure that the report will address all relevant issues. These experimental time-of-use periods
will be reexammed in APS' next rate case.

118. The existing 11:00 AM to 9:00 PM on-peak time periods shall remain for general
service customers served on time-of-use schedules. The summer rate period shall begin with the
first billing cycle in May and conclude with the last billing cycle in October.” As part of APS’

compliance filing, APS and Staff shall meet and confer to review the General Service schedules”

to ensure that they are consistent with the rate design principles set forth in this Agreement.

o - - pecisionng., 74 =
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119." General Service rate schedules will be modified such that Schedules E-32, E-32R,
E-34, E-35, E-53, E-54, and the contracts shown in the General Service section of the H
schedules attached to APS’ rate Apphcatwn will each generate approximately 3.5% of additional
base revenue compared with adjusted test year base revenue. The settlement rate designs for
_ these rate schedules shall permit cost-based unbundling of Generation and Revenue Cycle
Services, including Metering, Meter Reading, and Billing, to the degree practical. With regard to
Schedules E-32, E-34, and E-35, the non-system-benefits revenue requirement assigned to the
- General Service class will be used to establish first the unbundled component of generanon at -
cost and then the unbundled component of revenue cycle semces at cost. :

120 APS w1ll establish an additional anary Servwe Discount of $2.74kW for
military base customers served directly from APS substations. :

121. Schedule E- 32 has been modlﬁed in an eﬁ”ort to. simplify the demgn, to make it
more cost-based, and to smooth out the rate impact across customers of varying sizes within the
rate schedule. Changes to Schedule E-32 include the addition of an energy block for customers
‘with loads under 20 kW and an additional demand billing block for customers with loads greater
than 100 kW. In addition, a time-of-use option will be made available to E—32 customers without
restriction as to. number of part1c1pants : : : :

122. Schedules E-20 E 30, E—40 E 51 E—59 and E—67 will be mcreased by 5%
. compared to adjusted test year base revenue. -Schedule E-20 shall be frozen. Schedules E-22, E-.
23 and E-24 will be frozen to new customers and will not be eliminated in this proceeding. APS
. will provide notice to customers on schedules E-21, E-22, E~23, and E-24 that these rates will be -
~ eliminated in APS® next rate proceeding. Such notice shall be approved by Staff and shall be
provided on these customers’ bills at the conclusion of this proceeding and at the time that APS
files its next rate case. E-21, E-22, E-23, and E-24 will be increased by 5% compared to adjusted:
test year base revenue. Rate levels shall recover the required base revenue and perrmt cost-based
.unbundling of Gencratlon and Revenue Cycle Services to the degree practxcal _
123. *Frozen rates E-38 (Agncultural Imgatlon Service) and E-3 8T (Agricultural
Irrigation Service Time of Use-option) will continue to-be frozen and ‘will not be eliminated in -
_ this prOceedino APS will provide notice to customers on these schedules that these rates will be
-eliminated in APS’ next rate proceeding. - Such notice shall be approved by Staff and shall be
provided on these customers’ bills at the conclusion of this proceeding ard at the time that APS
files its next rate case. Schedule E-38,-Schedule E-38T, and Schedule E-221 (including Optlons)
will be increased to generate an additional 5% of base revenue compared with adjusted test year:
_base revenue,

124.  Dusk to Dawn Lighting (Schedule E-47) and Street Lighting Service (Schedule E-
58) will be modified as proposed in APS’ Application Specific charges in these schedules will
be increased to generate an additional 5% in base revenue compared with adjusted test year base
revenue. :

125.  Except as modified by this Agreement and to the extent not inconsistent with this
Agreement, APS’ rate design as proposed in 1ts Application. is adopted. = As part of APS’
o o ~ 67744 .5
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»

comph'ancc filing, APS and Staff shall meet and confer to review APS’ rate schedules to ensure
that they are consistent with the rate design principles set forth in this Agreement.

126.  The specific rate designs for each of the residential rate schedules and for general |
service rate schedules E-32, E-32 TOU, E-34, and E-35 are set forth in Appendix J. The
remaining rates shall be filed by APS as otherwise provided for in this Agreement and in

- accordance with the compliance filing called for in paragraph 135.

XX. Litigation and Other Issues -

127. ~ Upon approval of this Agreement in accordance with Section XXI by a

-Cornmlssxon order that is final and no longer subject to judicial review, APS shall dismiss with

prejudice all of its appeals of Commission Decision No. 65154, the Track A order, and APS and

its affiliates shall also dismiss any and all litigation related to Decision Nos 65154 and 61973

and/or any alleged breach of contract

128 Upon approval of this Agrccment in . accordance w1th Sectxon XX1 by a

. Commission order that is final and no longer subject to judicial review, APS and its affiliates

shall forego any claim that APS, PWEC, Pinnacle West Capital Corporation (“PWCC”), or any
of APS’ affiliates were harmed by Commission Decision No. 65154.

129.  Upon approva.l of this Agreement in accordance with- Section XXI by a
Commission order that is final and no longer subject to judicial review, the Preliminary Inquiry,
ordered in Commission Decmon No 65796, shall be concluded with.no further action by the

Comxmssxon

XXL Commissi'on Evaluation of Proposed Settleinent

130.  The Parties agree that all currently filed testunony and exmblts shall bc accepted
into the Commxssxon s record as evidence.

- 131.  The Parties recognize that Staff does not have the power to bind the Commission.
For purposes of proposing a settlement agreement, Staff acts in the same manner as any party to
a Commmsmn proceeding,

132. This Aoreement shall serve as a procedural device by which the Parties will
submit their proposed settlement of APS’ pending rate case, Docket No. E-01345A-03-0437, to
the Commission.” Except for paragraphs 9, 137, 138, 139, 140, and 143, this Agreement will not
have any binding force or effect until its provisions are adopted as an order of the Commission.

133. The Parties further recognize that the Commission will independently. consider
and evaluate the terms of this Agreement.

134. If the Commission issues an order adopting all matenial terms of this Agreement,
such action shall constitute Commission approval of the Agreement. Thereafter, the Parties shall
abide by the terms as approved by the Commission.

S ~ DECISION NO.
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135, Within sixty daﬁysafter the Commission issues an order in this matter. APS shall
_ file compliance tariffs for Staff review and approval. Subject to such review and approval, such
compliance tariffs will become effective upon filing for billing cycles on and afier that date.

; , 136. If the Commission fails to issue an order adopting all material terms of this
- . - Agreement, any or all of the Parties may withdraw from this Agreement, and such Party or
| ‘ Parties may pursue without prejudlce their respective remedies at law. For the purposes of this
' Agreement, whether a term is material shall be left to the discretion of.the Party choosing to

withdraw from the Agreement. If a Party withdraws from the Agreement pursuant to this
‘paragraph and files an application for rehearing, the other Parties, except for Staff, shall support

the application for rehearing by filing a document to that effect with the Commiission. Staff shall

not be obligated to file any document or take any posmon regardmg the W1thd1'aW1ng Party S
‘ apphcahon for reheanng ‘

]
+

XX Mi’scellan’éods Provisions

S 137 Nothmg in this Agreement shall be construed as an adrmssmn by any of the
“Parties that any of the positions taken by any Party in this proceedmg is unreasonable or
unlawful.- In addition, acceptance of this Agreement by any of the Parties is W1thout prejudlce to
: any posmon taken by any Party in these proceedmgs ‘ _

R 138 - This- Agreement represents ‘the Parties’ mutual desue to compromise and settle

' disputed issues in a ‘manner consistent with the public interest. None of the positions taken in

this Agreement by any of the Parties may be referred to, cited, or relied. upon as precedent in any

proceedmc before the Commission, any other regulatory agency, or any court for any purpose
- except in furtherance of thls Agreement.

|
!
|
[}
2
§ .
: 139. . This case presents a unique set of circumstances and has attracted a large number -
\ ‘ of participants with widely diverse interests, To achieve consensus for settlement, many
! participants are accepting positions that, in any other circumstances, they would be unw1lhng to
| accept. They are doing so because the Agreement as a whole, with its various provisions for
; settling the unique issues presented by this case, is consistent with their long-term interests and
' with the broad public interest. The acceptance by any Party of a specific element of this
: Agreement shall not be cons1dered as precedent for acceptance. of that element in any other
f context. : : :

140.  All negotiations relating. to this Agreement are privileged and confidential. No
Party is bound by any position asserted in negotiations, except as expressly stated in this -
Agreement. Evidence of conduct or statements made in the course of negotiating this Agreement
shall not be admissible before this Commission, any other regulatory agency, or any court.

141. The “Definitive Text” of the Agreement shall be the text adopted‘ by the
Commission in an order that approves all material terms of the Agreement including .all -
modifications made by the Comm1ssron in such an order.

¢ o - - . - ,QEGISIONNQ 67744 ‘, ~
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142, Each of the terms of the Definitive Text of the Agreement is in consideration and -
support of all other terms. Accordingly, the terms are not severable.

143. The Parties shall support and defend this Agreement before the Commission.
Subject to paragraph 9, if the Commission adopts an order approving all material terms of this
Agreement, the Parties will support and defend the Commission’s order before any court or
regulatory agency in which it may be at issue. '

. DATED this |8 "day of August, 2004.

ARIZONA CORPORATION COMMISSION

v

Emest G. Johnson/,
Director Utilities Division
1200 West Washington

. Phoenix, AZ 85007 .

ARIZONA PUBLIC SERVICE COMPANY |

By « # »
Steven M. Wheeler
Executive Vice President

RESIDENTIAL UT ﬁw CONSUMER OFFICE

e

Stephen Ahearn, DireCtor
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: ‘ ’ Attachment KCH-2
o Page 1 of 2
. AECC Adjustments to PWEC O&M and A&G Expenses
- Total Company
i‘ ) (Thousands of Dollars)
(a) (b) ©=m-(@)
APS AECC
Line Amount Recommended AECC
No. Description in Filing Amount Adjustment
1 REVENUES:
2 Operating Revenue
3 Fuel and Purchased Power Expense
4 Operating Revenue less Fuel and Purchased Power Expenses
5 EXPENSES:
6 Other Operating Expense
7 Operations Excluding Fuel & Purchased Power Expenses 26,204 /1 21,353 /2 (4,851)
8 Maintenance (Overhaul) 10,000 /1 11,238 /2 1,238
9 O&M Subtotal 36,204 32,591 (3,613)
10 Depreciation and Amortization
11 Amortization of Gain
12 Administrative and General 20,415 /1 8,797 2 (11,618)
13 Other Taxes
14 Total 56,619 41,388 (15,231)
15 OPERATING INCOME (before imcome tax) (56,619) (41,388) 15,231
16 Interest Expense
17 Taxable Income (56,619) (41,388) 15,231
18 Income Tax @ 39.05% (22,119) (16,162) 5,948
19 OPERATING INCOME AFTER TAX (34,509) (25,226) 9,283

Data Sources:
Note 1 - APS Workpaper LLR_WP13, pp. 2 & 3 of 11.
Note2 - APS Schedule DGR-8RB, p. 3 of 4 in ACC Docket E-01345A-03-0437.




Attachment KCH-2

Page 2 of 2
;‘ AECC Adjustments to PWEC O&M and A&G Expenses
(Thousands of Dellars)
(a) (b)
ACC
Line Total Company Jurisdictional
No.  Description Adjustment Adjustment
1 REVENUES:
Operating Revenue 0 0
3 Fuel and Purchased Power Expense 0 0
4 Operating Revenue less Fuel and Purchased Power Expenses 0 0
5 EXPENSES:
6 Other Operating Expense
7 Operations Excluding Fuel & Purchased Power (4,851) (4,795)
8 Maintenance (Overhaul) 1,238 1,224
9 O&M Subtotal (3,613) (3,571)
10 Depreciation and Amortization 1] 0
11 Amortization of Gain 0 0
12 Administrative and General (11,618) (11,484)
13 Other Taxes 0 0
14 Total (15,231) (15,056)
{'/ 15 OPERATING INCOME (before imcome tax) 15,231 15,056
o 16 Interest Expense 0 0
‘ 17 Taxable Income 15,231 15,056
18 Income Tax @ 39.05% 5,948 5,879
19 OPERATING INCOME AFTER TAX 9,283 9,176
20 Gross Revenue Conversion Factor 1.640703

21 Impact on Revenue Requirement (-Ln 19 x Ln 20) 1 (15,056)]
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SI-2

Basic Results for Pension Cost

January 1, 2005
Service Cost . : $

Obligations

Accumulated benefit obligation [ABO]:

> Participants currently receiving _ , 1
benefits $ f

> Deferred inactive participants ' |

» Active participants

Total ABO ‘$ 1,138,547,050
Obligation due to future salary increases 233,022,680
Projected benefit obligation [PBO] ' $ 1,371,569,730
Assets
Fair value [FV] : $ 982,282,105
Unrecog_nized investment losses (gains) - 0

Market-related value - $ 082,282,105

Funded Position :
Unfunded PBO ' $ 389,287,625

Minimum liability [ABO — FV, minimum

zero} 156,264,945

——

January 1, 2004

$A

&

CONFIDENTIL

)

" APS07382
Pinnacle West, September 2005
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Attachment KCH-3

e

—

Page 1 of 2
AECC Adjustments to Pension Expense
Total Company
(Thousands of Dollars)
@ ®) ©=m)-@
APS AECC
Line Amount Recommended AECC

No. Description in Filing Amount Adjustment

1 REVENUES:

2 Operating Revenue

3 Fuel and Purchased Power Expense

4 Operating Revenue less Fuel and Purchased Power Expenses

5 EXPENSES:

6 Other Operating Expense

7 Operations Excluding Fuel & Purchased Power Expenses 43,695 11 0 (43,695)
8 Maintenance (Overhaul)

9 O&M Subtotal 43,695 0 (43,695)
10 Depreciation and Amortization

11 Amortization of Gain

12 Administrative and General

13 Other Taxes

4 Total 43,695 0 (43,695)
15 OPERATING INCOME (before imcome tax) (43,695) o 43,695
16 Interest Expense .

17 Taxable Income (43,695) [] 43,695
18 Income Tax @ 39.05% (17,063) 0 17,063
19 OPERATING INCOME AFTER TAX (26,632) 0 26,632

Data Sources: R

Note 1 - APS Workpaper LLR__WPZZ, pp.20f2.




Line
No.

[

N-BN- - BN - WV ]

11
12
13
14

) 15
{’ 16
17

18

19

20

21

AECC Adjustments to Pension Expense
(Thousands of Dollars)

Description :

REVENUES:
Operating Revenue

Fuel and Purchased Power Expense
Operating Revenue less Fuel and Purchased Power Expenses

EXPENSES:
Other Operating Expense
Operations Excluding Fuel & Purchased Power
Maintenance (Overhaul)
O&M Subtotal

Depreciation and Amortization
Amortization of Gain
Administrative and General
Other Taxes
Total
OPERATING INCOME (before imcome tax)
Interest Expense
Taxable Income
Income Tax @ 39.05%
OPERATING INCOME AFTER TAX

Gross Revenue Conversion Factor

Impact on Revenue Requirement (-Ln 19 x Ln 20)

Total Company
Adjustment

Attachment KCH-3
Page 2 of 2

U)]
ACC
Jurisdictional

Adjustment

0 0
0 0
0 0
(43,695) (41,166)
0 0
(43,695) (41,166)
0 0
0 0
0 0
0 0.
(43,695) (41,166)
43,695 41,166
0 0
43,695 41,166
17,063 16,075
26,632 25,091
1.640703
l (41,166)}
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Westlaw Result Page 1 of 8

Document Retrieval Result Westlaw:

Scates v, Arizona Corp. Commission
118 Ariz. 531, 578 P.2d 612
Ariz.App.,1978.

Feb 03, 1978

> 118 Ariz. 531, 578 P.2d 612
Court of Appeals of Arizona,Division 1,Department B.
Edward G. SCATES and Rozella Castillo, Appellants,
V.

ARIZONA CORPORATION COMMISSION, Al Faron, Bud Tims, and Ernest Garfield,
Members of the Arizona Corporation Commission, and Mountain States Telephone
and Telegraph Company, Appellees.

No. 1 CA-CIV 3669.

Feb. 3, 1978.

Rehearings Denied April 20, 1978.

Reviews Denied May 9, 1978.

The Arizona Corporation Commission approved an application by telephone company for an
increase in rates. The Superior Court, Maricopa County, Cause No. C-327026, Rufus C. Coulter,
Jr., J., upheld Commission's order on summary judgment, and appeal was taken. The Court of
Appeals, Schroeder, J., held that Commission’s action in approving increase without any
examination of costs of utility apart from affected services, without any determination of utility's
investment, and without any inquiry into effect of substantial increase upon utility's rate of
return on investments, violated Arizona's constitutional provisions regarding rate making.
Reversed and remanded.

West Headnotes

[1] KeyCite this headnote

317A Public Utilities
317AII Regulation
317Ak119 Regulation of Charges
317Ak124 k. Value of Property; Rate Base. Most Cited Cases
(Formerly 317Ak7.5)

317A Public Utilities KeyCite this headnote
317AII Regulation
317Ak119 Regulation of Charges
317Ak129 k. Rate of Return. Most Cited Cases
(Formerly 317Ak7.10)

General theory of utility regulation is that total revenue, including income from rates and
charges, should be sufficient to meet utility's operating costs and to give utility and its
stockholders a reasonable rate of return on utility's investment; to achieve this, Corporation
Commission must first determine "fair value" of utility's property and use such value as utility's
rate base, and then must determine what rate of return should be and apply that figure to rate
base in order to establish just and reasonable tariffs. A.R.S.Const. art. 15, § 3; A.R.S. § 40-250.

[2] KeyCite this headnote

http://weblinks.westlaw.com/find/default. wl?bhcp=1&bQlocfnd=True&cite=118+Ariz%2... 1/20/2007
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317A Public Utilities
317AII Regulation
317Ak119 Regulation of Charges
317Ak124 k. Value of Property; Rate Base. Most Cited Cases
(Formerly 317Ak7.5)

While Corporation Commission has broad discretion in establishing rates, it is required by the
Constitution to ascertain value of utility's property within state in setting just and reasonable
rates. A.R.S.Const. art. 15, § 14.

317A Public Utilities
317AII Regulation
317Ak119 Regulation of Charges
317Ak129 k. Rate of Return. Most Cited Cases
(Formerly 317Ak7.10)

Rates established by Corporation Commission should meet overall operating costs of utility and
produce reasonable rate of return; rates cannot be considered just and reasonable if they fail to
produce reasonable rate of return or if they produce revenue which exceeds a reasonable rate of
return.

[4] KeyCite this headnote

317A Public Utilities
317AII Regulation
317Ak119 Regulation of Charges
317Ak130 k. Temporary or Emergency Charges. Most Cited Cases
(Formerly 317Ak7.11)

"Interim rate" is rate permitted to be charged by utility for products or services pending
establishment of a permanent rate.

[5] KeyCite this headnote

317A Public Utilities
317AII Regulation
317Ak119 Regulation of Charges
317Ak128 k. Operating Expenses. Most Cited Cases
(Formerly 317Ak7.9)

"Automatic adjustment clause” is a device to permit utility rates to adjust automatically, either
up or down, in relation to fluctuations in certain narrowly defined operating expenses and
usually embodies a formula established during rate hearing to permit adjustment of rates in
future to reflect changes in specific operating costs, such as wholesale cost of gas or electricity.

[6] KeyCite this headnote

317A Public Utilities
317AII Regulation
317Ak119 Regulation of Charges

http://weblinks.westlaw.com/find/default.w1?bhcp=1&bQlocfnd=True&cite=118+Ariz%2... 1/20/2007
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317Ak128 k. Operating Expenses. Most Cited Cases
(Formerly 317Ak7.9)

Although a utility may receive increased gross revenues when utility rates increase under
automatic adjustment clauses, a utility's net income should not be increased since operating
costs also will have risen to offset increased revenue.

[7] KeyCite this headnote

372 Telecommunications
372111 Telephones
372I11(G) Rates and Charges
372k966 Administrative Procedure
372k968 k. Powers of Commissions and Agencies. Most Cited Cases
(Formerly 372k334)

Corporation Commission, which approved increase of almost $5,000,000 on rates charged for
certain telephone services with no concomitant reduction in charges for other services without
any inquiry whatsoever into whether increased revenues resulted in rate of return greater or
less than that established in rate hearing some ten months before, and which expressly rejected
all evidence bearing on the subject, was without authority to increase rate without any
consideration of overall impact of that rate increase upon return of telephone utility and without
specifically required determination of utility's rate base. A.R.S.Const. art. 15, § 3; A.R.S. § 40-

[8] KeyCite this headnote

372 Telecommunications
372111 Telephones
372111(G) Rates and Charges
372k974 Judicial Review or Intervention
372k978 k. Presentation and Reservation of Grounds of Review. Most Cited Cases
(Formerly 372k341)

Where individual customers argued at all times that Corporation Commission lacked authority to
increase telephone utility's rates without considering impact of increase on overall financial
condition of utility and specifically without taking into account rate base and effect of increase
on rate of return, and principal authorities relied upon before Commission were same as those
relied on in superior court and before Court of Appeals, validity of Commission's approval of
application for increase in rates was properly before the Court of Appeals. A.R.S. § 40-253[C].
*533 **614 Arizona Center for Law in the Public Interest by Kenneth Sundlof, Bruce Meyerson,
Phoenix, for appellants.

Bruce E. Babbitt, Atty. Gen., by Charles S. Pierson, Michael M. Grant, Asst. Attys. Gen., Phoenix,
for appellees, Arizona Corp. Commission.

Fennemore, Craig, von Ammon & Udall, P. C., by C. Webb Crockett, George T. Cole, Phoenix, for
appellees, Mountain States Tel. & Tel. Co.

OPINION

SCHROEDER, Judge.

This appeal concerns the validity of the Arizona Corporation Commission's approval of an
application by Mountain States Telephone and Telegraph Company for an increase in rates. The
increase affected charges for all installation, moving and changing of telephones within the
State of Arizona. It amounted to an annual rise in revenue to Mountain States of approximately

http://weblinks.westlaw.com/find/default.wl?bhcp=1&bQlocfnd=True&cite=118+Ariz%2... 1/20/2007
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4.9 million dollars, representing about two percent of its entire annual revenue in the state. The
Commission approved the increase without any examination of the costs of the utility apart from
the affected services, without any determination of the utility's investment, and without any
inquiry into the effect of this substantial increase upon Mountain States’' rate of return on that
investment. We hold that the Commission's action was in violation of Arizona's constitutional
provisions regarding rate making as consistently interpreted by the courts of this state, and we
reverse the judgment of the trial court upholding the increase.

The application in question was filed by Mountain States on November 4, 1975, and public
hearings were held on December 2 and 3, 1975. This application was filed approximately ten
months after the Commission had conducted a full scale hearing to establish rates for all
Mountain States' services. The hearing on this application was also held approximately two
months prior to the scheduled date for another general rate hearing, set for February, 1976.

At the hearing on this application, several parties were permitted to intervene. They included
businesses and the appellants herein, Edward Scates and Rozella Castillo who, as individual
customers of Mountain States, would be affected by the requested increase. Throughout the
hearing the Commission took the view that this increase should be considered solely on the
basis of evidence reflecting the costs of these particular services. Thus, Mountain States put on
evidence that the charges for these particular services, approved at the last rate hearing,
covered only approximately 41 percent of the company's costs for those services, and that the
increases sought would cover approximately 64 percent of costs. However, Mountain States'
own attempt to submit summary data, based upon the prior submissions to the Commission
showing the effect of the proposed increase on its rate of return was rejected by the
Commission, and all references to the effect of this increase on the company's overall financial
condition were stricken.

On December 12, 1975, the Commission approved the increase as requested by Mountain
States, summarily concluding that it was just and reasonable, and ordered its immediate
implementation. A motion for rehearing was filed by the appellants, and after its denial, the
appellants filed this action in the Superior Court. The Superior Court, on summary judgment,
upheld the Commission's order, and this appeal followed.

[1] In Arizona, the Corporation Commission is the body charged with the responsibility for
establishing utility rates which are "just and reasonable." Ariz.Const. art. 15, s 3; A.R.S. s 40-
250. The general theory of utility regulation is that the total revenue, including income from
rates and charges, should be sufficient to meet a utility's operating costs and to give the utility
*534 **615 and its stockholders a reasonable rate of return on the utility's investment. See
Simms_v. Round Valley Light & Power Co., 80 Ariz. 145, 153, 294 P.2d 378, 383 (1956); see
generally Phillips, The Economics of Regulation 178-302 (Rev. ed. 1969). To achieve this, the
Commission must first determine the "fair value" of a utility's property and use this value as the
utility's rate base. Arizona Corp. Comm'n v. Arizona Pub. Serv. Co., 113 Ariz. 368, 370, 555
P.2d 326, 328 (1976). The Commission then must determine what the rate of return should be,
and then apply that figure to the rate base in order to establish just and reasonable tariffs. Id.
[2] While the Corporation Commission has broad discretion in establishing rates, id., it is
required by our Constitution to ascertain the value of a utility's property within the State in
setting just and reasonable rates. Ariz.Const. art. 15, s 14.

An early case so interpreting our Constitution is State v. Tucson Gas, Electric Light & Power Co.,
15 Ariz., 294, 138 P. 781 (1914), in which the Court stated that s 14 was written into our
Constitution in order for the Corporation Commission to "act intelligently, justly and fairly
between the public service corporations doing business in the state and the general public. . ..
1d. at 303, 138 P. at 784. The court went on to state the

" ‘fair value of the property' of public service corporations is the recognized basis upon which
rates and charges for services rendered should be made, and it is made the duty of the
Commission to ascertain such value, not for legislative use, but for its own use, in arriving at
just and reasonable rates and charges . .. ." Id. at 303, 138 P, at 785.

In a later case, while considering whether the Commission could reduce the rates without
determining the fair value, our Supreme Court affirmed the principle that the value of a utility's
property must be considered in setting just and reasonable rates:
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"It is clear . . . that under our constitution as interpreted by this court, the commission is
required to find the fair value of (the utility's) property and use such finding as a rate base for
the purpose of calculating what are just and reasonable rates. . . . While our constitution does
not establish a formula for arriving at fair value, it does require such value to be found and used
as the base in fixing rates. The reasonableness and justness of the rates must be related to this
finding of fair value." Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d
378, 382 (1956).

[3] Thus, the rates established by the Commission should meet the overall operating costs of
the utility and produce a reasonable rate of return. It is equally clear that the rates cannot be
considered just and reasonable if they fail to produce a reasonable rate of return or if they
produce revenue which exceeds a reasonable rate of return.

In this case, the Corporation Commission approved an increase of almost five million dollars on
the rates charged for certain services with no concomitant reduction in the charges for other
services. The resulting net increase in revenue to the utility was accomplished without any
inquiry whatsoever into whether the increased revenues resulted in a rate of return greater or
lesser than that established in the rate hearing some ten months before. All evidence bearing on
the subject was expressly rejected. Although all parties before the Commission generally agreed
that it would be improper to implement an increase of all rates without such inquiry, we see no
justification for permitting the same increase in revenues to be accomplished by raising only
some of the tariffs. As special counsel for the Commission's staff pointed out during the course
of this hearing, such a piecemeal approach is fraught with potential abuse. Such a practice must
inevitably serve both as an incentive for utilities to seek rate increases each time costs in a
particular area rise, and as a disincentive for achieving countervailing economies in the same or
other areas of their operations.

In support of its position, Mountain States points to two situations in which *535 **616 some
courts have permitted rate increases to be effected without a simultaneous determination of
their effect on the company's rate of return. These are interim rate increases and increases
caused by the use of automatic adjustment clauses. On close analysis, these devices do not
provide any support for the Commission’s action in this case.

pending the establishment of a permanent rate.

"Interim rates are employed to fill a hiatus which occurs between the time that existing rates
being charged by a public service corporation have been invalidated by a court or have been
determined by the appropriate regulatory body to be confiscatory of the corporation's property,
and the time that permanent rates which produce a fair return are established." 71-17 Op. Att'y
Gen. (1971).

In Arizona, our Supreme Court has allowed the Superior Court to authorize such a temporary
Comm'n v. Mountain States Telephone & Telegraph Co., 71 Ariz. 404, 228 P.2d 749 (1951). The
Attorney General has concluded, based upon this authority, that the Commission itself may
establish such interim rates, but only with appropriate safeguards to insure that rates will not
become permanent until there is adequate inquiry into whether they are just and reasonable.
The opinion goes on to point out that such a device should be used only in limited situations
where an emergency exists, where a bond is posted guaranteeing a refund to the utility's
subscribers if any payments are made in excess of the rates eventually determined by the
Commission, and where a final determination of just and reasonable rates is to be made by the
Commission after it values a utility's property. The action of the Commission in the instant case
in approving a permanent increase lacked all of these safeguards and was not in any material
way similar to adoption of an interim rate increase.

[5] The automatic adjustment clause is a device to permit rates to adjust automatically, either
up or down, in relation to fluctuations in certain, narrowly defined, operating expenses. See
generally, Foy, Cost Adjustment in Utility Rate Schedules, 13 VandL.Rev. 663 (1960); Trigg,
Escalator Clauses in Public Utility Rate Schedules, 106 U.Pa.L.Rev. 964 (1958); Note, Due
Process Restraints on the Use of Automatic Adjustment Clauses in Utility Rate Schedules, 18
Ariz.L.Rev. 454 (1976). Such clauses usually embody a formula established during a rate
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hearing to permit adjustment of rates in the future to reflect changes in specific operating costs,
such as the wholesale cost of gas or electricity. E. g., Consumers Organization for Fair Energy
Equality, Inc. v. Department of Pub. Utilities, 335 N.E.2d 341, 343 (Mass.Sup.Jud.Ct.1975); City
of Norfolk v. Virginia Electric & Power Co., 197 Va. 505, 90 S.E.2d 140, 148 (1955).

"(T)he impact of certain increased or decreased costs are passed on to the consumer so that the
utility neither benefits from a decreased cost nor suffers a diminished return as a result of an
increase in a cost covered by the adjustment clause." 71-15 Op. Att'y Gen. (1971).

[6] Thus, although a utility may receive increased gross revenues when utility rates increase
under automatic adjustment clauses, a utility’s net income should not be increased, because
operating costs also will have risen to offset the increased revenue. See Maestas v. New Mexico
Pub. Serv. Comm'n, 85 N.M. 571, 514 P.2d 847 (1973).

When courts have upheld such automatic adjustment provisions, they have generally done so
because the clauses are initially adopted as part of the utility's rate structure in accordance with
all statutory and constitutional requirements and, further, because they are designed to insure
that, through the adoption of a set formula geared to a specific readily identifiable cost, the
utility's profit or rate of return does not change. E. g., *536 **617 Consumers Qrganization for
Fair Energy Equality, Inc. v. Department of Pub. Utilities, 335 N.E.2d 341
(Mass.Sup.Jud.Ct.1975); State ex rel. Utilities Comm'n v. Edmisten, 291 N.C. 327, 230 S.E.2d
651 (1976); City of Norfolk v, Virginia Electric & Power Co., 197 Va. 505, 90 S.E.2d 140 (1955).
See also 71-17 Op. Att'y Gen. (1971). In State ex rel. Utilities Comm'n v. Edmisten, the Court,
for example, in justifying the use of the clause to isolate only one element of the utility's cost,
stated that the clause was

"approved only as an adjunct, or rider, to the utility's other general rate schedules which the
Commission had simultaneously under consideration. The Commission approved the clause not
as an isolated event but as a rider to general rate schedules in which all elements of cost were
duly considered.” 230 S.E.2d at 659.

We find no material similarity between the procedure used in this case by the Commission and
the adoption of an automatic adjustment clause. The Commission did not consider all of the
utility's costs when it approved this raise. The elements of cost which it did consider were not
easily segregated costs of specific purchased items such as fuel or electricity; rather they
included all the operating expenses underlying moving, installation and changing of telephones.
The effect of the increase on the rate of return was ignored.

During the course of the hearing itself, the principal authorities relied upon by the Commission
in restricting its inquiry were two North Carolina cases: State ex rel. Utilities Comm'n v.
Carolinas Comm. for Indus. Power Rates & Area Dev., Inc., 257 N.C. 560, 126 S.E.2d 325
(1962); State ex rel. Utilities Comm'n v. Carolina Power & Light Co., 250 N.C. 421, 109 S.E.2d
253 (1959). These cases do not support the action of the Commission here.

These cases were decided under a special North Carolina statute authorizing in certain
circumstances a "complaint proceeding” rather than a rate proceeding. The court limited use of
the North Carolina "complaint proceeding” to situations involving "an emergency or change of

was at all times considered to be a proceeding under A.R.S. s 40-250 applying to rate increases.

FN1. A.R.S. ss 40-246 and 249 authorize proceedings known as "complaint proceedings"
with respect to rates. An opinion of the Arizona Attorney General suggests that if a
complaint proceeding is instituted and the Commission determines that a hearing with
respect to a rate change is warranted, then restricted procedures such as those followed
by the

Commission in this case would be inappropriate. 69-6 Op. Att'y Gen. (1969).

In addition, the facts in this case are not materially similar to those in the North Carolina cases.
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The Commission here never determined that there was an emergency; Mountain States did not
claim that there had been a change in circumstances since the last rate hearing and, in fact,
admitted that the information in which the increase was based was substantially available at the
time of the previous rate hearing. This rate increase does not apply to a very small class of
customers, but to all customers who as of and after the date of the increase had phones
installed, moved or changed. Moreover, the increase in issue in both North Carolina cases
related to the increased cost of fuel, and in both cases there was general financial evidence
supporting administrative approval of the rate changes. Thus, in State ex rel. Utilities Comm'n
v. Carolina Power & Light Co., the Commission had before it financial statements and balance
sheets of the Power Company for the ten preceding years, 109 S.E.2d at 263; in State ex rel.
Utilities Comm'n v. Carolinas Comm. for Indus. Power Rates & Area Dev., Inc., the new rate
schedule was a modernization designed to produce the same revenue as had been earned under
the old schedule. 126 S.E.2d at 328. No such showings have been made here.

Appellees point to the complexity of full scale rate hearings, as illustrated by general order R14-
2-128 (formerly designated **618 *537 "general order U-53") promulgated by the Corporation
Commission requiring very extensive submissions by a utility concerning its financial condition in
connection with general rate hearings. Appellees argue that Mountain States should not be
required to undergo the time and expense of preparing such submissions anew when all that is
sought is a partial rate increase.

The extensive requirements of the order reflect the type of information which, in the
Commission's view, should be looked at in order to determine "just and reasonable rates"
although we note that the order itself makes provision for a waiver of its requirements in
appropriate cases.[FN2]

or within 15 days from the date thereof, the Commission, after determining the existence
of reasonable cause, by order may waive compliance with any or all of the requirements of
this General Order. Such Waiver will be granted only upon written petition to the
Commission. In said petition, the utility must demonstrate that the requirements sought to
be waived are either not applicable to the rate matter which is the subject of the filing or
that compliance therewith would place an undue burden on the utility." The record in this
case does not show that any such waiver was sought or granted.

[7] We do not need to decide in this case whether as a matter of law there must be a de novo
compliance with all provisions of the order in connection with every increase in rates. The
Commission here not only failed to require any such submissions, but also failed to make any
examination whatsoever of the company's financial condition, and to make any determination of
whether the increase would affect the utility's rate of return. There may well be exceptional
situations in which the Commission may authorize partial rate increases without requiring
entirely new submissions. We do not decide in this case, for example, whether the Commission
could have referred to previous submissions with some updating or whether it could have
accepted summary financial information. We do hold that the Commission was without authority
to increase the rate without any consideration of the overall impact of that rate increase upon
the return of Mountain States, and without, as specifically required by our law, a determination
of Mountain States' rate base. Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 294 P.2d
378 (1956); Ariz.Const. art. 15, s 3; A.R.S. s 40-250. The Commission not only failed to make
any findings to support its conclusion that the increases were just and reasonable, but it
received no evidence upon which such findings could be based.

[8] Finally, appellees argue as a procedural matter that the only question properly before us is
whether the Commission should have required and considered entirely new data submissions on
all aspects of Mountain States' operations before approving these increases. Appellees assert
that such a requirement was the only ground raised on appellants' application for rehearing
before the Commission. Appellees rely upon A.R.S. s 40-253(C) which provides that parties may
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not rely in court upon the grounds not set forth in an application for rehearing before the
Commission.[FN3]

FN3. A.R.S. s 40-253(C) provides: "The application shall set forth specifically the grounds
on which it is based, and no person, nor the state, shall in any court urge or rely on any
ground not set forth in the application.”

We do not construe the application for rehearing filed by appellants in this case as limited to the
assertion that entirely new general order R14-2-128 submissions and a de novo determination
of rate base were required; rather, appellants argued at all times that the Commission lacked
authority to increase Mountain States' rates without considering the impact of the increase on
the overall financial condition of the utility and, specifically without taking into account the rate
base and the effect of the increase on the rate of return. The principal authorities relied upon
before the Commission were the same as those relied upon in the Superior Court and before this
Court.

"The purpose of this provision (A.R.S. s 40-253(C)) is to afford the Commission the opportunity
to correct its own mistakes before the matter is brought to court. See *538 **619 State v.
Arizona Corporation Comm'n, 94 Ariz. 107, 382 P.2d 222 (1963)." Horizon Moving & Storage
Co. v. Williams, 114 Ariz. 73, 75, 559 P.2d 193, 195 (Ct.App.1976). As our Supreme Court
stated in State ex rel. Church v. Arizona Corporation Comm'n, 94 Ariz. 107, 382 P.2d 222

relied upon was raised in the petition for rehearing.” Id. at 112, 382 P.2d at 225.

For the foregoing reasons, the judgment of the Superior Court is reversed and the matter is
remanded with instructions to set aside the order of the Corporation Commission entered
December 12, 1975.

Reversed and remanded.

EUBANK, P. J., and WREN, J., concur.
Ariz.App.,1978.

Scates v. Arizona Corp. Commission
118 Ariz, 531, 578 P.2d 612

END OF DOCUMENT
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The 4-CP method édlocates fixed production and transmission costs based
on the average of system peak demands in the four summer months, which is
when APS’s production and transmission capacity requirements are determined.
Such an approach properly aligns the allocation of the Company’s fixed costs
with cost causation. Both this Commission and the FERC have previously
recognized the merit of applying the 4-CP method to APS, given the Company’s
system load characteristics. I recommend approval of APS’s continued use of this

method in this proceeding.

II1. APS proposed rate spread

Q. What general guidelines should be employed in spreading any change in

rates?

! Source: APS Workpaper PWE WP-11.
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Q. Can you provide a simple example of how this transfer of cost responsibility
occurs?
A. Yes, let’s assume we have two customer classes, Cooling and

Manufacturing. Assume further that we have two pricing periods, Winter and
Summer, and that the price of energy is $20/MW in Winter and $50/MWh in
Summer. Further, assume that the load for Cooling is 10 MWH in Winter and 40
MWH in Summer, whereas for Manufacturing it is 20 MWH in each period.
These assumptions are listed in Table KCH-2, below.

Table KCH-2

Average Energy Cost Allocation — Simple Example

Class Winter Summer Annual Totals
P = $20 P =850
Cooling 10 MWH 40 MWH 50 MWH
Manufacturing 20 MWH 20 MWH 40 MWH
System MWH 30 MWH 60 MWH 90 MWH
System Cost $600 $3,000 $3,600
Average Energy Cost $20 $50 $40
Cost caused by Cooling $200 $2,000 $2,200
Cost allocated to Cooling $2,000
Cost caused by Manuf. $400 $1000 $1,400
Cost allocated to Manuf. ' $1,600

As shown in Table KCH-2, the Winter cost attributable to the Cooling
class is $200 ($20 x 10 MWH) and the Summer cost attributable to this class is
$2,000 ($50 x 40 MWH) for a total of $2,200. However, the use of average

annual energy cost for cost allocation assigns only $2,000 of cost to this class
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Table KCH-4

Comparison of APS and AECC Cost-of-Service Results
Impact of Using Hourly Energy Allocator

Rate Change Rate Change

Class Based on APS COS Based on AECC COS
Residential 27.05% 28.74%
General Service 14.88% 13.19%

E-32 13.40% 12.14%

E-34 24.61% 21.60%

E-35 24.85% 18.72%
Water Pumping (1.15)% (2.82)%
Street Lighting 42.10% 35.16%
Dusk-to-Dawn 17.78% 14.53%
Total 21.14% - 21.14%

What do the results of the re-calculated cost-of-service study show?

The net impact on the Residential class of including an hourly energy
allocator is relatively modest: the overall cost responsibility for Residential
customers increases by 1.69 percent. When rate spread mitigation is taken into
account, the net impact on Residential rates is even less. However, the beneficial
impact on industrial rate schedules more significant: the cost responsibility for
Rate E-34 declines 3.01 percent and that of Rate E-35 declines by 6.13 percent.

This is an important result. It demonstrates that increasing the accuracy of
energy cost allocation has a significant beneficial impact for Arizona industry,
while having a modest impact on Residential customers. This result is especially
important in light of the fact that APS is proposing to set rates for industrial
customers exactly at cost-of-service. It is essential, then, that these costs are

calculated as accurately as possible.
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Attachment KCH-8

Page 1 of 2
Comparison of APS's Generation Cost Components
with APS's Proposed Generation Revenue Components
Demand Demand
E-32 Generation Generation Generation Total
G -I . Demand Costs Revenue Revenue Demand
eneral Service (Over 20 kW)’ E-21-24 E-32 Generation Revenue
(Over 20 kW)? (1st 200kWh/KW)’
Total $273,642,337 $3,709,768 $182,147,286 $185,857,054
Generation Demand Cost Under Collection ($87,785,283)
Energy Energy
E-32 Generation Generation Generation Total
G 'I Servi Energy Costs Revenue Revenue Energy
eneral Service (Over 20 KWyl E-21-24 E-32 Generation Revenue
(Over 20 kW)* (15t 200kWh/KW & All Addt.)’
Total $315,557,749 $8,086,307 $422,771,992 $430,858,299
Generation Energy Cost Over Collection $115,300,550
. Total
E-34 Generation ] Demand
Demand Costs . ]
Generation Revenue
Total $28,359,773 $19,923,962
Generation Demand Cost Under Collection ($8,435,811)
. Total
E-34 EGenerjjt:::t‘ ! Energy
nergy s Generation Revenue’
Total $37,684,591 $46,201,502
Generation Energy Cost Over Collection $8,516,911
. Total
E-35 DGene;a(tjlon ' Demand
emand Costs Generation Revenue’
Total $26,046,173 $20,968,904
Generation Demand Cost Under Collection ($5,077,269)
Generation Total
E-35 E Costs! Energy
nergy Costs Generation Revenue’
Total $44,903,360 $47,600,181
Generation Energy Cost Over Collection $2,696,821

Source DJR_WP3
Source DJR_WP9
3. See KCH-8 pg. 2 Line 7
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